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1.

Q -

Introduction.

Please state your name and business address.

My na me  is  Tre vor T. Hill. My bus ine ss  a ddre ss  is  21410 North 19'1' Ave nue , Suite  201,

Phoenix, Arizona  85027.

Q- By whom are you employed and what is your position?

I a m P re s ide nt a nd Chie f Exe cutive  Office r of Globa l Wa te r Re s ource s , LLC ("Globa l

Pa re nt") a nd Globa l Wa te r Ma na ge me nt, LLC ("Globa l Ma na ge me nt"). I a lso se rve  a s  the

P re s ide nt of a ll of Globa l P a re nt's  re gula te d s ubs idia rie s  (the  "Globa l Utilitie s "). I will

re fe r to Globa l P a re nt, Globa l Ma na ge me nt, a nd our re gula te d s ubs idia rie s  a s  "Globa l

Wate r" or the  "Respondents ."

Q. Please provide a brief summary of your educational and work experience.
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A. I g ra dua te d  in  1987  from Roya l Milita ry Co lle ge  with  a  Ba che lo r o f Eng ine e ring  in

Me cha nica l Engine e ring. I a tte nde d the  Roya l Na va l Engine e ring Colle ge  in P lymouth,

Engla nd whe re  I comple te d my pos t-gra dua te  s tudie s  in 1988. I se rve d with the  Ca na dia n

Na vy a s  a n Engine e ring Office r re tiring in  1994 a fte r s e rving a s  De puty Engine e ring

office r in HMCS  Huron in the  Gulf Wa r 1991 whe re  I wa s  de cora te d with the  Gulf Kuwa it

Me da l.

In 1994 I co-founde d Hill, Murra y & As s ocia te s , a  de s ign-build-ope ra te  firm s pe cia lizing

in the  cons truction a nd ope ra tion of wa te r re cla ma tion fa cilitie s  in Britis h Columbia  a nd

the  Ca na dia n Arctic. I wa s  ins trume nta l in de ve loping wa te r re cla ma tion code s , rule s  a nd

re gula tions  for the  P rovince  of Britis h Columbia . In 2000, I co-founde d Algonquin Wa te r

Re s ource s  of Ame rica , a  divis ion of the  Algonquin P owe r Income  Fund. In my role  of

Dire ctor of Ope ra tions  for AWRA, I le d the  a cquis ition te a m, a cquiring 6 utilitie s  in thre e

years  and amassing 37,000 customers in Arizona  and Texas.

A.

A.
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In 2003, I co-founded Globa l Water Resources , a  company es tablished to acquire  regula ted

water and wastewater utilities  in the  Southwestern s ta tes  and to advance  the  cause  of water

reclamation and reuse  as  a  conserva tion methodology in the  S ta te  of Arizona . As Pres ident

I a m re s pons ib le  for a cquis ition  a ctivitie s  a nd the  ove ra ll

ope ra tions  of Globa l P a re nt. In a ddition, I provide  le a de rs hip a nd policy dire ction with

re spe ct to wa te r re cla ma tion a nd re -use , wa te r use  e fficie ncy a nd the  e conomics  of wa te r

reclama tion. I am a  regis te red P rofe ss iona l Enginee r licensed in British Columbia .

& CEO o f G lo b a l P a re n t,

Q. Please summarize your work history, awards and affiliations.

OCCUPATIONAL SUMMARY

>

>
>
>
>
>

2003 - Co-Founde r, P re s ide nt & CEO, Me mbe r of the  Boa rd of Dire ctors , Globa l Wa te r

2001 - Co-Founde r, Director of Ope ra tions , Algonquin Wate r Resources  of America
2000 - Ge ne ra l Ma na ge r, Wa te r Divis ion, Conor Pa cific Environme nta l
1992 - Founde r, P re s ide nt a nd CEO, Hill, Murra y & Associa te s  Inc.
1991 - Ma rine  Sys te ms  Engine e ring Office r, Na va l Engine e ring Unit Pa cific
1988 - De puty Engine e ring Office r, HMCS  Huron

CREDENTIALS, AFFILIATIONS

> 2007 - Boa rd Me mbe r, P e na l P a rtne rship
> 2006 - Advis or Boa rd Me mbe r, Arizona  Wa te r Ins titute  Exte rna l Advis ory Boa rd
> 2006 - Me mbe r, P ina l County Drought Impa ct Ta s k Force
> 2006 .- Boa rd Me mbe r, Inve s tor Owne d Wa te r Utilitie s  As s ocia tion
> 1989 - Re gis te re d P rofe s s iona l Engine e r, Britis h Columbia
> 1988 - P os t Gra dua te  S tudie s , Roya l Na va l Engine e ring Colle ge , Ma na don, UK
> 1987 - B.Eng. - Me cha nica l Engine e ring, Roya l Milita ry Colle ge , Kings ton
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AWARDS/HONORS

> 2007 - Nomina te d - Va lle y Forwa rd's  Environme nta l Exce lle nce  Awa rds  (Cre scordia ) -
Buildings  and S tructure s , Environmenta l Educa tion/Communica tion;
Environme nta l S te wa rdship, Liva ble  Communitie s

> 2007 - Nomina te d .- ASU, WP Ca re y School of Bus ine ss , Spirit of Ente rprise  Awa rd
> 2007 - Nomina ted .- WateReuse  Associa tion, 2007 Public Educa tion Program of the  Yea r
> 2007 ... Nomina ted - WateReuse  Associa tion, 2007 Project of the  Year
> 2007 - Utility Communica tors  Awa rd of Dis tinction - Awa rds  P rint Compe tition
> 2007 - Utility Communica tors  Awa rd Be tte r Communica tions  Conte s t "BCC Awa rd"
> 2007 - Arizona  S ma ll Bus ine s s  Associa tion S potlight Awa rd - Comme rce

2



1
> 2007 - Arizona  S ma ll Bus ine ss  Associa tion's  50 Compa nie s  to Wa tch Awa rd
> 2007 - Ers t & Young Entre pre ne ur of the  Ye a r, Ora nge  County Divis ion
> 1999 - Top 40 Unde r 40 Award, Bus ine ss  in Vancouve r, Janua ry 1999
> 1998 - ZENON Me rit Awa rd for De s ign, Octobe r 1998
> 1998- Fina lis t, Entre pre ne ur of the  Ye a r Awa rd, Pa cific Re gion, Ca na da , Octobe r 1998
> 1997 .- BC Minis try of Environme nt, La nds  a nd P a rks , Minis te r's  Environme nta l Awa rd,

Bus iness /Indus try Ca tegory
> 1997 - Nomina ted, Entrepreneur of the  Yea r Award, Pacific Region, Canada
> 1996 -. ZENON Me rit Awa rd for De s ign
> 1991 -De cora te d, Gulf Kuwa it Me da l

Q- Pleas e  des c ribe  the  Globa l Utilitie s .

Unde r my dire ction, the  Globa l Utilitie s  a re  one  of the  s ta te 's  la rge s t a nd fa s te s t growing

wa te r, was tewa te r and recla imed wa te r ope ra tions . Globa l Wa te r is  a  recognized leade r in

groundwa te r conse rva tion and sus ta inable  utility planning in Arizona . The  se rvice  a rea s  of

the  Globa l Utilitie s  a re  in  s ome  of the  fa s te s t growing a re a s  of the  s ta te  .... We s te rn

Ma ricopa  County a nd We s te rn P ina l County. Our miss ion is  re conciling tha t e xtra ordina ry

growth with e nvironme nta l conce rns . Toge the r, the  Globa l Utilitie s  s e rve  more  tha n

35,000 cus tomers . In jus t five  yea rs , we  expect to be  se rving 100,000 cus tomers .

Q- Why d id  you  found  Globa l Pa re n t?

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

A. I s a w tha t the re  wa s  a  critica l ne e d for inte gra te d, cons e rva tion-focus e d utility s e rvice  in

this  s ta te . I kne w tha t a n e xplos ion of growth wa s  going to impa ct a re a s  controlle d by

s ma ll, fringe  utilitie s , or by no utilitie s  a t a ll. P riva te  wa te r compa nie s  will the re fore  pla y

a n e ve r more  importa nt role  a s  growth continue s  in the ir a re a s . I a ls o kne w tha t Arizona

fa ce d se rious  groundwa te r is sue s . A lo t o f pe op le  we re  ta lking  a bou t s o lu tions  like

re cla ma tion a nd re cha rge , but no one  wa s  ta king a ction on a  la rge  s ca le . The s e  fringe

utilitie s  we re  expanding unde r the  direction of land deve lopment companie s  who we re  not

inte re s te d in a dva ncing wa te r cons e rva tion if the  re s ult wa s  a  highe r cos t. The  indus try

la cke d le a de rship a nd a ction in this  re ga rd. Re giona l pla nning, inte gra te d utility s e rvice s ,

sca rcity ma na ge me nt a nd consolida te d wa te r re source s  ma na ge me nt we re  not a  priority.

A.
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Explos ive -growth wide  s ca rce  groundwa te r could be  a  re cipe  for dis a s te r. Bu t it a ls o

represented a  unique  opportunity to crea te  from scra tch a  la rge  inte rgraded utility ente rprise

that could meet these  unprecedented challenges.

I a ls o  s a w tha t the re  we re  hundre ds  o f s ma ll,  poo rly run , unde r-ca p ita lize d  wa te r

companies . These  need to be  consolida ted in order to secure  re liable  and e fficient se rvice .

With my ba ckground in re cla ma tion, a nd in a cquiring utilitie s  a t Algonquin Wa te r, I wa s

unique ly pos itione d to ta ke  a dva nta ge  of the  ne e d for cons olida tion. S o I forme d Globa l

P a re nt to cons olida te  s ma ll utilitie s  in fringe , high-growth a re a s . My time  a t Algonquin

Wa te r ta ught me  ma ny things , some  of which I le a rne d the  ha rd wa y. In founding Globa l

Parent, I have  tried to put those  lessons to good use .

Q. Who a re  the  inves tors  in  Globa l Pa rent?

A. Our inve s tors  a re  shown on Exhibit Hill-1. The y include  our se nior ma na ge me nt te a m, a s

we ll a s  we ll-known a nd re spe cte d loca l inve s tors  like  Bill Le vine  a nd Da n Cra cchiolo. All

of our inve s tors  live  in Arizona .

Q. What is  the  purpos e  of your direc t te s timony in  th is  proceeding?

I te s tify in oppos ition to the  compla int file d by Arizona  Wa te r Compa ny ("AWC") a ga ins t

the  Respondents.

Q- What topics do you address in your testimony?
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A. I a ddre ss  the  following topics :

I de scribe  Globa l P a re nt's  Infra s tructure  Coordina tion a nd Fina ncing Agre e me nts

("ICFAs "),

A.
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I e xpla in how ICFAs  a llow us  to wre s t control of the  de s ign a nd de ployme nt of

in fra s tru c tu re  fro m d e ve lo p e rs ,  a n d  a llo w fo r ma ximiz in g  wa te r re s o u rc e

ma na ge me nt, cons truction of re giona l-sca le  fa cilitie s , surfa ce  e conomie s  of sca le ,

and mandating conservation as  a  core  va lue ,

I e xpla in how ICFAs  he lp us  to consolida te  sma ll, trouble d utilitie s ;

I de scribe  our Public P riva te  Pa rtne rship ("PP") agreements  with the  Citie s  of Casa

Gra nde  a nd Ma ricopa , a nd de mons tra te  why the  P P  a gre e me nts  a re  in the  public

inte re s t, and

I re spond to a  number of specific s ta tements  in AWC's  Compla int.

Q- Will Global Water present other witnesses in this case?

Ye s . Cindy Lile s , Chie f Fina ncia l Office r a nd S e nior Vice  P re s ide nt of Globa l P a re nt, will

te s tify a bout:

Globa l Wate r's  corpora te  s tructure ,

Globa l Wate r's  contacts  with deve lope rs  conce rning the  ICFAs,

How ICFA fee s  a re  de te rmined,

How ICFA fe e s  ha ve  little  impa ct on cus tome rs ,

Wha t we  mean by "ca rrying cos ts" of regiona l infra s tructure ,

An  e xa mple  o f how ICFAs  he lp  Globa l P a re n t cove r ca no ing  cos ts  o f s uch

infra s tructure , and

The  regula tory accounting issues  ra ised by the  ICFAs.

11. In tro d u c tio n  to  ICFAs .

Q. Wh a t is  a n  ICFA?

A. An ICFA is  a  volunta ry contract be tween Globa l Pa rent and a  landowner. These  contracts
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provide  for Globa l Pa rent to coordina te  the  planning, financing and cons truction of off-s ite

wa te r, wa s te wa te r a nd re cla ime d wa te r pla nt. The  Globa l Utilitie s  will own a nd ope ra te

A.
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this  pla nt whe n cons truction is  comple te . Unde r the  ICFAs , Globa l P a re nt is  re spons ible

for funding both the  pla nning a nd cons truction of wa te r, wa s te wa te r a nd re cla ime d wa te r

pla nt. This  is  a  s ignifica nt inve s tme nt for Globa l P a re nt. The  la ndowne rs  who e nte r into

the  ICFAs  a gre e  to  coope ra te  with  Globa l P a re nt's  p la n t p la nning  a nd cons truction

proce s s . La ndowne rs  pa y fe e s  to  Globa l P a re n t s o  tha t Globa l P a re n t ca n  purs ue

cons e rva tion. The s e  fe e s  a re  inte nde d to re cove r a  portion of the  ca rrying cos ts  for the

ve ry e xpe ns ive  fa cilitie s  re quire d to imple me nt e ffe ctive  wa te r conse rva tion a nd, in some

cases , to fund Globa l Pa rent's  a cquis ition of exis ting utilitie s .

Q- Were ICFA a secret that AWC somehow discovered?

A. No, the  oppos ite  is  true . We  ha ve  a lwa ys  be e n ope n a bout the  e xis te nce  of the  ICFAs .

S in ce  G lo b a l P a re n t a cq u ire d  S a n ta  Cru z  a n d  P a lo  Ve rd e ,  we  h a ve  b rie fe d  th e

Commis s ione rs  a nd S ta ff a bout ICFAs  on s e ve ra l occa s ions . More ove r, the  ICFAs  a re

re corde d in the  county re corde rs  office s  a nd a re  the re fore  a va ila ble  for e ve ryone  to s e e .

Also, the  ICFAs  a re  ve ry we ll known in de ve lopme nt circle s  in Arizona .

Q- Please describe the fees contained within the ICFAs.

A. ICFAs  typica lly re quire  La ndowne rs  to pa y a  fe e  re la te d to the  ca rrying cos ts  of the  funds

a ssocia te d with pla nt pla nning a nd cons truction to Globa l P a re nt. Importa ntly, the se  fe e s

a re  typica lly due  a t the  time  of fina l pla t, (i.e ., whe n building pe rmits  a re  is s ue d), a fte r

Globa l Pa rent has  provided planning, financing, and cons truction se rvices . These  fees  a re
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pa id on a  pe r e quiva le nt dwe lling unit ("EDU") ba s is .
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1
Q. What areas are covered by ICFAs?

A. Maps showing a reas  cove red by ICFAs a re  a ttached a s  Exhibit Hill-2.

Q. Do the ICFAs grant some type of monopoly or right to serve those areas?

A. Absolute ly not. Only the  Commiss ion ca n do tha t through the  CC&N proce ss . In fa ct, the

ICFAs  conta in e xpre s s  provis ions  for te rmina tion if the  ACC doe s  not gra nt the  Globa l

Utilitie s  a  CC&N for the  a re a  cove re d by die  ICFA. Furthe rmore , the  ICFA me cha nis m is

a  volunta ry fina ncing me thodology offe re d to la ndowne rs . La ndowne rs  a lwa ys  ha ve  the

choice  to enter into s tandard main extension agreements .

III. Endorsing ICFAs is an important step the Commission can take to promote

aggressive action on conservation.

Q- Please describe the current regulatory framework for water conservation in Arizona.

Curre nt re gula tions  a re  surpris ingly we a k. Utilitie s  ha ve  only a  fe w, limite d obliga tions  to

conserve. There are no requirements to use recycled water or to adopt other parts of the

tria d. With ra pid growth, a  long-te rm drought, a nd finite  wa te r re source s , Arizona  mus t do

more.

Q- What actions are being taken?

S ome  progre s s  is  be ing ma de  .- in ma ny ca s e s  the  Commis s ion is  le a ding the  wa y. For

example, in some cases, the Commission has banned the use of groundwater to serve golf
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cours e s  a nd s imila r a me nitie s . More  importa ntly, the  Commis s ion took the  initia tive  a nd
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made  conserva tion-focused ra te  des igns  a  priority. AWC vigorous ly re s is te d  tha t

initiative .

Q. What is the Arizona Department of Water Resources ("ADWR") doing to promote

recycled water and other conservation measures?

A. Curre n tly, ADWR is  de ve lop ing  "Be s t Ma na ge me nt P ra ctice s " o r "BMP s " for wa te r

cons e rva tion. S ome  of the  BMP s  a re  us e ful. But ove ra ll, the  dra ft BMP s  do not go fa r

enough. For e xa mple , the y do not e ve n me ntion the  us e  of re cycle d wa te r. Glos s y

brochures  and "water - use  it Sise ly" ads  can go only so fa r. Long te rm sus ta inability

requires moving towards recycled water.

Q- Why isn't ADWR doing more?

A. ADWR trie d to imple me nt a  much more  compre he ns ive  progra m se ve ra l ye a rs  a go. Tha t

progra m s e t "ga llons  pe r ca pita  pe r da y" or "GP CP D" re quire me nts  for utilitie s . AWC

fought tha t progra m e ve ry inch of the  wa y. AWC a rgue d tha t cons e rva tion wa s  not the

utility's  proble m. Ins te a d, AWC a rgue d tha t ADWR s hould dire ctly re gula te  individua l

wa te r use rs  to force  them to use  le ss  wa te r. AWC a lso a rgued tha t conse rva tion manda tes

from ADWR would conflict with the  obliga tion to s e rve  impose d by the  Commiss ion. The

Commis s ion firmly re je cte d tha t a rgume nt a nd told the  courts  tha t the  Commis s ion a nd

ADWR would work toge the r to  promote  cons e rva tion. Afte r ye a rs  o f litiga tion , the

Arizona  S upre me  Court fina lly re je cte d AWC's  a rgume nts . But ultima te ly, AWC wa s

successful in blocking a  manda tory GPCPD program.
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Q- Do  y o u  a g r e e  w it h  AWC ' s  a r g u m e n t  t h a t  c o n s e r v a t io n  is  n o t  t h e  u t ilt iy ' s

re s pons ib ility?

No. Utilitie s  mus t be  a t the  he a rt of cons e rva tion  e fforts . Only u tilitie s  ca n  build  the

infia sMcture  ne e de d for conse rva tion a nd long-te rm sus ta ina bility.

8
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1

Q. Why not rely on utility customers for conservation?

On the margins, individual efforts can help. But it is not realistic to expect that customers

can radically reduce water use, except perhaps in crisis situations. And an individual

customer cannot decide to start using recycled water. Nor can a customer decide to build a

recharge well. Different infrastructure is required if we want to see different patters of

water use.

Q- Are  th e re  q u a n tifia b le  d iffe re n c e s  in  re s u lts  b e twe e n  AWC's  a p p ro a c h  a n d  Glo b a l

Wa te r's  a pproa c h?

A. Ye s . AWC use s  much more  wa te r tha n the  Globa l Utilitie s . In a  re ce nt ca se , AWC s ta te d

tha t its  ave rage  consumption leve l for re s identia l cus tomers  is  10,700 ga llons .1 For Santa

Cruz cus tome rs , the  a ve ra ge  consumption le ve l is  only 5,500 ga llons . In othe r words , the

average  consumption for a  Santa  Cruz customer is only 51.4% of the  average  consumption

of an AWC cus tomer.

Q- What about total groundwater use?
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A. Aga in, AWC us e s  more . Looking a t AWC's  mos t re ce nt wa te r us e  da ta  s he e t from its

2005 Annua l Report, for its  Casa  Grande  Divis ion, the  ove ra ll ave rage  consumption equa ls

a bout 17,509 ga llons  pe r month pe r cus tome r. In compa ris on, in 2005 the  compa ra ble

number for Santa  Cruz is  only 12,286. And tha t's  be fore  some  of our newer, mos t e fficient

a re a s  ca me  on-line . S o a ga in, we  use  much le s s . In 2006, S a nta  Cruz a ve ra ge d 11,493

ga llons  pe r month pe r dwe lling unit (GP M/DU) -. a nd tha t include s  a pportioning HOA a nd

A.

1 Direct Tes timony of Ra lph Kennedy in Docke t No. W01445A-06-0199.
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construction wa te r usage  to the  households . When those  a re  factored out, the  actua l wa te r

consumption in the  Santa  Cruz se rvice  a rea  is  in the  orde r of 5500 GPM/DU.

Q. What are the implications of this phenomenon?
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As shown a bove , the  impa ct of re cla ime d wa te r on the  ove ra ll de ma nd is  dra ma tic. In this

ca s e , I a m s howing only the  impa ct of e mploying re cycle d wa te r a s  irriga tion for golf

cours e s , boule va rds , HOAs  a nd othe r common a re a s  - th is  is  the  "low-ha nging" fruit

a s socia te d with re cycle d wa te r. As  you ca n s e e , the re  is  a  finite  a mount of groundwa te r

A.

1 0



1

2

3

4

5

6

tha t needs  to be  supplied for re s identia l use , but a s  we  go furthe r recycled wa te r's  ability to

supplant traditional groundwater usage increases .

This  gra ph a ls o s hows  why it is  s o importa nt to de ploy re cycle d wa te r infra s tructure  in a

time ly ma nne r. This  gra ph is  ba s e d on S a nta  Cruz's  s e rvice  a re a  .- in the  ve ry e a rly

de ve lopme nts , be fore  Globa l P a re nt purcha s e d S a nta  Cruz, re cycle d wa te r wa s  not

conte mpla te d a s  a  s ource . S o , the  common a re a  irriga tion  is  fe d  by pota ble  wa te r.

Because  tha t infras tructure  is  a lready built, the re  is  no ability to use  recycled wa te r in those

areas. Th e re  will a lwa ys  b e  a  h a rd -b o tto m limit fo r u s e  o f re cyc le d  wa te r a t th is

de ve lopme nt. While  the  pe rce nta ge  re duce s  with time , the  fa ct re ma ins  tha t a  de cis ion

ma de  in 1997 re s ults  in the  continuous  withdra wa l of groundwa te r for non-pota ble  us e .

Tha t's  why infra s tructure  decis ions  made  today a re  so critica l.

Q. What can the Commission do to promote the use of recycled water?

A ke y firs t s te p is  re je cting AWC's  compla int. No one  in Arizona  is  more  a ggre s s ive  in

de ploying re cycle d wa te r infra s tructure  tha n Globa l Wa te r. As  I ha ve  e xpla ine d, ICFAs

are  e ssentia l to our ability to finance  these  facilitie s .

Iv . Endorsing ICFAs is an important step the Commission can take to promote

aggressive action on conservation.

Q. Please describe the current regulatory framework for water conservation in Arizona.

Curre nt re gula tions  a re  surpris ingly we a k. Utilitie s  ha ve  only a fe w, limite d obliga tions  to

conserve. There are no requirements to use recycled water or to adopt other parts of the

tria d. With ra pid growth, a  long-te rm drought, a nd finite  wa te r re source s , Arizona  mus t do

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

more.

A.

A.

1 1



Q. What actions are being taken?

A. S ome  progre s s  is  be ing ma de  .- in ma ny ca s e s  the  Commis s ion is  le a ding the  wa y. For

example , in some  cases , the  Commiss ion has  banned the  use  of groundwate r to se rve  golf

cours e s  a nd s imila r a me nitie s . More  importa ntly, the  Commis s ion took the  initia tive  a nd

ma de  cons e rva tion-focus e d ra te  de s igns  a  priority. AWC vigorous ly re s is te d  tha t

in itia tive .

Q. What is the Arizona Department of Water Resources ("ADWR") doing to promote

recycled water and other conservation measures?

A. Curre n tly, ADWR is  de ve lop ing  "Be s t Ma na ge me nt P ra ctice s " o r "BMP s " for wa te r

cons e rva tion. S ome  of the  BMP s  a re  us e ful. But ove ra ll, the  dra ft BMP s  do not go fa r

enough. For e xa mple , the y do not e ve n me ntion the  us e  of re cycle d wa te r. Glossy

brochure s  a nd "wa te r - us e  it wis e ly" a ds  ca n go only s o fa r. Long te rm s us ta ina bility

require s  moving towards  recycled wa te r.

Q- Wh y is n 't ADWR d o in g  mo re ?
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A. ADWR trie d to imple me nt a  much more  compre he ns ive  progra m se ve ra l ye a rs  a go. Tha t

progra m s e t "ga llons  pe r ca pita  pe r da y" or "GP CP D" re quire me nts  for utilitie s . AWC

fought tha t progra m e ve ry inch of the  wa y. AWC a rgue d tha t cons e rva tion wa s  not the

utility's  proble m. Ins te a d, AWC a rgue d tha t ADWR s hould dire ctly re gula te  individua l

wa te r use rs  to force  them to use  le ss  wa te r. AWC a lso a rgued tha t conse rva tion manda tes

from ADWR would conflict with the  obliga tion to s e rve  impose d by the  Commiss ion. The

Commis s ion firmly re je cte d tha t a rgume nt a nd told the  courts  tha t the  Commis s ion a nd

ADWR would work toge the r to  promote  cons e rva tion. Afte r ye a rs  o f litiga tion , the

Arizona  S upre me  Court fina lly re je cte d AWC's  a rgume nts . But ultima te ly, AWC wa s

successful in blocldng a  manda tory GPCPD program.
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Q- Do

A.

yo u  a g re e  w ith  AWC's  a rg u m e n t th a t  c o n s e rva t io n  is  n o t  th e  u t ilt iy ' s

respons ibility?

No. Utilitie s  mus t be  a t the  he a rt of cons e rva tion e fforts . Only utilitie s  ca n build the

infrastructure needed for conservation and long-term sustainability.

Q. Why not rely on utility customers for conservation?

A. On the margins , individual efforts  can help. But it is  not realis tic to expect that cus tomers

can radically reduce water use , except perhaps  in cris is  s itua tions . And a n individua l

customer cannot decide to start using recycled water. Nor can a customer decide to build a

recharge  well. Different infras tructure  is  required if we want to s ee  different pa tterns  of

water use.

Q. Are there quantifiable differences  in  res ults  between AWC's  approach and Global

A.

Water's  approach?

Yes. AWC uses  much more water than the Global Utilities . In a recent case, AWC stated

that its  average consumption level for res idential customers  is  10,700 gallons For Santa

Cruz cus tomers , the average consumption level is  only 5,500 gallons . In other words , the

average consumption for a Santa Cruz customer is only 51.4% of the average consumption

of an AWC customer.

Q. What about total groundwater use?
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A. Again, AWC uses  more . Looking a t AWC's  mos t recent water use  da ta  shee t from its

2005 Annual Report, for its  Casa Grande Division, the overall average consumption equals

about 17,509 gallons  per month per cus tomer. In comparison, in 2005 the  comparable

number for Santa Cruz is  only 12,286. And that's  before some of our newer, most efficient

areas  came on-line; So again, we use much less . In 2006, Santa Cruz averaged 11,493

2 Direct Testimony of Ralph Kennedy in Docket No. W01445A-06-0199.
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ga llons  pe r month pe r dwe lling unit (GP M/DU) - a nd tha t include s  a pportioning HOA a nd

construction wa te r usage  to the  households . When those  a re  factored out, the  actua l wa te r

consumption in the  Santa  Cruz se rvice  a rea  is  in the  orde r of 5500 GPM/DU.

Q. What a re  the  implica tions  of th is  phenomenon?
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A. As shown a bove , the  impa ct of re cla ime d wa te r on the  ove ra ll de ma nd is  dra ma tic. In this

ca s e , I a m s howing only the  impa ct of e mploying re cycle d wa te r a s  irriga tion for golf

cours e s , boule va rds , HOAs  a nd othe r common a re a s  .- this  is  the  "low-ha nging" fruit

a s socia te d with re cycle d wa te r. As  you ca n s e e , the re  is  a  finite  a mount of groundwa te r

1 4
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tha t ne e ds  to be  s upplie d for re s ide ntia l us e , but a s  we  go furthe r re cycle d wa te r's  a bility to

s uppla nt tra ditiona l groundwa te r us a ge  incre a s e s .

This  gra ph  a ls o  s hows  why it is  s o  im porta n t to  de ploy re cyc le d  wa te r in fra s truc ture  in  a

tim e ly m a nne r. Th is  g ra p h  is  b a s e d  o n  S a n ta  C ru z 's  s e rv ic e  a re a  - in  th e  v e ry e a rly

d e v e lo p m e n ts ,  b e fo re  G lo b a l P a re n t  p u rc h a s e d  S a n ta  C ru z ,  re c yc le d  wa te r wa s  n o t

c on te m pla te d  a s  a  s ourc e . S o ,  th e  c o m m o n  a re a  irr ig a t io n  is  fe d  b y p o ta b le  wa te r .

Be ca us e  tha t infra s tructure  is  a lre a dy built, the re  is  no a bility to us e  re cycle d wa te r in thos e

areas . Th e re  will a lwa ys  b e  a  h a rd -b o t to m  lim it  fo r  u s e  o f re c yc le d  wa te r  a t  t h is

de ve lopm e nt.  While  the  pe rce n ta ge  re duce s  with  tim e ,  the  fa c t re m a ins  tha t a  de c is ion

m a de  in  1997  re s u lts  in  the  c on tinuous  withdra wa l o f g roundwa te r fo r non-po ta b le  us e .

Tha t's  why infra s tructure  de cis ions  ma de  toda y a re  s o critica l.

12

13 Q. What can the Commission do to promote the use of recycled water?

14

15

16

A. A ke y firs t s te p is  re je cting AWC's  compla int. No one  in Arizona  is  more  a ggre s s ive  in

de ploying re cycle d wa te r infra s tructure  tha n Globa l Wa te r. As  I ha ve  e xpla ine d, ICFAs

are  e ssentia l to our ability to finance  these  facilitie s .

17

18 v. ICFAs allow aggressive water conservation measures., and are therefore in the public

19 interest.

2 0

2 1 Q. Why is water conservation important?

22
I s trongly be lie ve  tha t the  cons e rva tion of wa te r is  e s s e ntia l to  the  long-te rm  s us ta ina bility

23
of growth in Arizona . Without a  re a l e mpha s is  on wa te r cons e rva tion, continue d growth

24

c o u ld  v e ry we ll re s u lt  in  c r is is  s itu a t io n s  in  c e rta in  p a rts  o f Ariz o n a . F or in s ta nc e ,
25

26 groundwa te r us e  in  the  P e na l AMA a lre a dy e xce e ds  the  re ne wa ble  s upply. Such

27 "overdraft" of groundwater causes subsidence, damages the recharge capability of the

A.

15



4

1
a quife r a nd limits  its  future  us e s . If this  ove rdra ft condition continue s  una ba te d it could

2 re s ult in s e ve re  re s trictions  on growth (the  e ngine  of our e conomy) a nd ca us e  s e rious

3 e nvironme nta l da ma ge . This  s itua tion  would  be  de trime nta l for Arizona 's  long-te rm

4 inte re s ts  a s  we ll a s  the  long-te nn inte re s t of our inve s tors . Thus , we  re cognize d the  ne e d

5 fo r a  bus ine s s  m ode l in  Arizona  tha t tru ly p rom ote s  a nd  e na b le s  s ign ific a n t wa te r

6
conservation.

7
Q . Pleas e  explain this  bus ines s  model.

8

9
A. The  bus ine s s  mode l we  c re a te d  is  ba s e d  on  wha t I ca ll the  "Tria d  of Cons e rva tion"

10 s tra te gy. The  Tria d of Cons e rva tion s tra te gy re quire s  tha t provide rs  of wa te r, wa s te wa te r

11 and recla imed wate r se rvices  must, in a  coordina ted and regiona l fa shion, (1) maximize  the

12 us e  of re cla ime d wa te r, (2) re cha rge  a quife rs  with  e xce s s  re cla ime d wa te r or o the r

13

14

re ne wa ble  s ource s , a nd (3) us e  re ne wa ble  s urfa ce  wa te r whe re  a va ila ble  a nd pra ctica l.

Imple me nting this  s tra te gy on a ny s ort of me a ningful s ca le  a bs olute ly re quire s  tha t wa te r,
15

wa s te wa te r, a nd re cla ime d wa te r a ll be  pla nne d a nd ins ta lle d prior to building out ne w
16

17
deve lopments . Re trofitting built out de ve lopme nts  to  imple me nt the  Tria d s tra te gy is

s imply cos t prohibitive . Thus , the  Tria d of Cons e rva tion re quire s  a  ma s s ive  ca pita l18

19 inves tment on the  front end.

20

21
Q- What land of up-front investments are needed for water conservation?

22
A. For e xa mple , wa s te wa te r tre a tme nt pla nt mus t be  de s igne d not jus t to me e t minimum

23

24
standards, but rather to exceed those standards and produce reclaimed or recycled water of

25 a  high qua lity tha t ca n be  us e d for ma ny purpos e s . Tha t's  why I ca ll s uch pla nts  "wa te r

26 fa ctorie s ." The s e  wa te r fa ctorie s  a re  re a lly the  la s t ma jor, unta ppe d s ource  of wa te r in

27 Arizona . As  our wa te r re s ourc e s  a re  s tre tc he d  e ve r tigh te r by re le n tle s s  g rowth ,

16



1
wide spre a d use  of re cycle d wa te r is  the  only long-te rm solution for a  wa te r supply tha t is

2
s us ta ina ble  in the  long te rm. Re cycle d wa te r ca n be  us e d for irriga ting common a re a s ,

3 me dia ns , golf cours e s , pa rks  a nd s imila r a re a s . More ove r, a  s ubs ta ntia l a mount of

4 re s ide ntia l wa te r is  us e d for la nds ca pe  irriga tion a round the  home . We  a re  pla nning on

5 bringing re cycle d wa te r to e a ch ne w re s ide nce  s o it ca n be  us e d for irriga tion. Howe ve r,

6
de live ring re cycle d wa te r re quire s  a n e ntire ly s e pa ra te  dis tribution s ys te m (the  "purple

7
pipe s ") from the  pota ble  wa te r dis tribution s ys te m. While  a  re cycle d wa te r dis tribution

8

s ys te m will be  inva lua ble  to the  community in the  long run, in the  s hort run it re quire s
9

10 ma s s ive  up-front inve s tme nt. Like wis e , re cha rge  proje cts  a nd s urfa ce  wa te r tre a tme nt

11 Plants  a lso require  la rge  up-front inves tments .

12

13 Q- Are there financial challenges to pursuing water conservation though the Triad

14
model?

15
A. Ye s . While  the  long-te rm be ne fits  of purs uing wa te r cons e rva tion through the  Tria d a re

16

17
clea r, the  la rge  capita l cos ts  of these  facilitie s  a re  incurred a t the  onse t. Thus , we are  faced

18 with long-te rm be ne fits  but imme dia te  cos ts . It is  difficult to bridge  this  ga p be twe e n the

timing of the  cos ts  a nd the  timing of the  be ne fits . Thus , fina ncing the se  up-front cos ts  is1 9

2 0

2 1

the  ma in cha llenge  of implementing the  triad.

22
Q. How do other utilities  cope  with thes e  cha llenges ?

23

24
Ma ny utilitie s  s imply do not purs ue  the  tria d or s imila r cons e rva tion s tra te gie s  be ca us e

25
they can't solve  the  financia l problems  of funding the  necessa ry inves tments . The  problem

26 is  tha t ma ny utilitie s  do not ha ve  the  fina ncia l ca pa bility to fina nce  the  subs ta ntia l ca pita l

27 inve s tme nt ne e de d on the  front e nd. This  is  be ca use  ne ithe r the  utility nor the  de ve lope r

A.
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1
will re cove r a  re turn on its  ca pita l inve s tme nt until se ve ra l ye a rs  la te r whe n de ve lopme nts

2
a re  fully built out. The  timing of 'build out' a nd the  unce rta inty of whe n it occurs  furthe r

3 incre a s e s  the  ris k o f the  inve s tme nt. Th is  cre a te s  a  d ile mma , fa c ilitie s  to  p romote

4 cons e rva tion a nd re us e  mus t be  re giona lly pla nne d a nd mus t ha ve  s ignifica nt up front

5 inves tment, but the  amount of the  inves tment, the  unce rta inty of the  time  to re cove ry, and

6
the  burden of ca rrying cos ts  and othe r fe e s  makes  it infea s ible  for many individua l utilitie s

7

8
to do so.

9

1 0 Sma ll re funds  of de ve lope r a dva nce s  a re  a n insufficie nt ince ntive  for de ve lope rs  to ma ke

1 1

1 2

massive  inves tments  necessa ry for wa te r conse rva tion. There  is  one  exception I am aware

of in  Arizona  whe re  a dva nce s  we re  us e d to  fund tria d-like  fa cilitie s . Tha t e xa mple  is

1 3 Anthe m, which ha s  a n a dva nce d wa te r sys te m tha t re lie s  on surfa ce  wa te r, a nd tha t a lso

1 4
use s  re cha rge  we lls . Howe ve r, the  Anthe m e xce ption s e e ms  to ha ve  be e n pos s ible  only

1 5
be ca us e  the  a dva nce s  ca rrie d with the m e xtra ordina rily la rge  re fund obliga tions . The s e

1 6

1 7
re funds  a re  ca us ing the  wa te r provide r's  (Arizona -Ame rica n) ra te  ba s e  to  s kyrocke t,

driving ra te s  ra pidly upwa rds . As  a  re s ide nt of Anthe m, I ca n ce rta inly s a y tha t th is1 8

1 9

2 0

te chnique  is  not popula r with my ne ighbors . I don't s e e  why the  Commiss ion would wa nt

to replica te  the  Anthem example .
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In  fa c t,  th e y s h o u ld  b eI d o n 't me a n  to  b e  u n d u ly c ritica l o f Arizo n a -Ame rica n .
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24
comme nde d for building such a dva nce d, tria d-like  fa cilitie s . But the re  ha s  to be  a  be tte r

wa y to fina nce  such fa cilitie s  in a  wa y tha t doe sn't le a d to public ba ckla sh a ga ins t wa te r25

26 conservation.
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Q- Ho w d o  ICFAs  s o lve  th is  fin a n c ia l d ile m m a ?
1

2 A. ICFAs  he lp  bridge  the  ga p be twe e n the  tim ing of cos ts  a nd be ne fits  by pa rtia lly cove ring

3 the  ca rrying  cos ts  of the  inve s tm e nts  ne ce s s a ry to  im ple m e nt the  Tria d  of Cons e rva tion

4 s tra te gy.

5

6
Q- Do  ICFAs  p ro m o te  e c o n o m ie s  o f s c a le ?

7

8
A. Ye s ,  the y a ls o  a llow the  p la nn ing  a nd  c ons truc tion  o f re g iona l wa te r,  wa s te wa te r,  a nd

re c la im e d wa te r fa c ilitie s .  A tria d s tra te gy is  ve ry difficult to  purs ue  on a  pa rce l-by-pa rce l
9

10 or s e ction-by-s e ction ba s is  be ca us e  the  fa cilitie s  would be  s m a ll a nd ine ffic ie nt. Achie ving

11 e c o n o m ie s  o f s c a le  h e lp s  m a ke  wa te r c o n s e rv a t io n  fa c ilit ie s  e c o n o m ic a lly fe a s ib le .

12 Howe ve r,  s uch  fa c ilitie s  re quire  la rge  up  fron t ca p ita l inve s tm e nts  to  ga in  the  long-te rm

13
e fficie ncy a va ila ble  through e conomie s  of s ca le .

14

15

16
A s im ila r p h e n o m e n o n  e xis ts  fo r tra d itio n a l p o ta b le  wa te r s ys te m s . O f c o u rs e ,  it  is

17
pos s ib le  to  c ons truc t s uc h  fa c ilitie s  on  a  pa rc e l-by-pa rc e l o r s e c tion -by-s e c tion  ba s is .

18 Inde e d ,  s uc h  p ra c tic e s  a re  frigh tfu lly c om m on . O nc e  a ga in ,  the  p rob le m  is  fina nc ia l.

19 The re  is  no  que s tion  tha t la rge r,  re g iona l po ta b le  wa te r fa c ilitie s  a re  m ore  e ffic ie n t.  But

20

2 1

s uch fa c ilitie s  a re  ca pita l inte ns ive , a nd the re fore  re quire  la rge  up-front funding. Be ca us e

ma ny utilitie s  ca nnot a ttra ct s ufficie nt de bt a nd e quity ca pita l for s uch proje cts , the y

22
s im ply do not b u ild  th e m . Ins te a d, the y b u ild s m a lle r,  pa tchwork s ys te m s tha t can be

23
funde d with de ve lope r a dva nce s . In s hort, the s e  utilitie s give  up the long-te rm  be ne fits o f

24

economies of s ca le  to re duce  the ir ca pita l e xpe nditure s in  the  s hort run. In  the s hort te rm ,
25

26

27

th a t 's  a n  e n tire ly ra tio n a l th in g  fo r th e m  to  d o .  Bu t th e re  is  a  b e tte r wa y.  O n c e  a g a in ,

19



ICFAs  ca n re s olve  this  dile mma  by he lping to cove r the  ca rrying cos ts  of the s e  ca pita l

expenditures .

ICFAs  a re  cons is te nt with the  philos ophy of "growth pa ying for growth", be ca us e  the y

ma ke  de ve lope rs  pa y a  s ignifica nt portion of the  ca rrying cos ts  of the  re giona l inte gra te d

infra s tructure .

Q~ Why not have developers pay the actual costs of water conservation facilities?

A. The  old a da ge "he  who pa ys  the  pipe r, ca lls  the  tLule " ha s  a  lot of truth in it. It doe s  not

ma ke  s e ns e  for de ve lope rs  to be  ca lling the  tune  for wa te r policy in this  s ta te . Ta king

de cis ions  a bout pla nning, de s ign a nd de ve lopme nt of ba ckbone  infra s tnlcture  out of the

de ve lope r's  ha nds  is  a  be ne fit. It is  no s e cre t tha t a  de ve lope r ha s  no ince ntive  to spe nd

a dditiona l monie s  tha t do not dire ctly re s ult in incre a s e d re turn. Tha t is  why we  s e e  s o

ma ny utilitie s  in trouble  in Arizona  .- e a ch de ve lope r e xe cute s  the  minimum re quire me nts

to me e t the ir own ne e ds , re s ulting in pa tchwork, ine fficie nt s ys te ms . De ve lope rs  do not

ha ve  a  public s e rvice  obliga tion, a nd the y typica lly a re  not inte re s te d in the  long te rm

cons e que nce s  of utility infra s tructure  de cis ions . Thus , de ve lope rs  s hould not be  driving

de cis ions  a bout utility infra s tructure .

I the re fore  be lieve  tha t an inherent long-te rm advantage  exis ts  when wate r, wastewate r and

re cla ime d wa te r pla nt is  pla nne d a nd built by e ntitie s  with e xpe rtise  in those  fie lds , ra the r

tha n by de ve lope rs . Utilitie s  tha t re ly on de ve lope rs  to provide  wa te r, wa s te wa te r a nd

re c la ime d  wa te r p la n t mu s t a cce p t th e  p la n t th e  d e ve lo p e rs  a re  willin g  to  b u ild .
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De ve lope rs  will o fte n  on ly s ize  the s e  fa c ilitie s  to  me e t the  ne e ds  o f the  ind ividua l

deve lopments . While  a  logica l and reasonable  thing for the  deve lope rs  to do, conse rva tion
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and recla imed wa te r facilitie s  must be  planned for and cons tructed with the  regiona l needs
1

2
in  mind. More ove r, a  de ve lope r-ba s e d, pie ce me a l a pproa ch mis s e s  opportunitie s  for

e conomie s  of sca le . Be ca use  de ve lope rs  will ha ve  no long-te rm or re gion-wide  inte re s t in

providing wa te r, wa s te wa te r a nd re cla ime d wa te r se rvice s , the y will not be  willing to ma ke

the  inves tment in facilitie s  needed to implement regiona l wa te r conse rva tion and recla imed

water use .

ICFAs  a llow Globa l P a re nt to e s ta blis h the  minimum cons e rva tion s ta nda rds , de ma nd

wa te r cons e rva tion a nd re cycling, a nd e ns ure  tha t the  e ntire  re gion is  de s igne d into the

se rvicing plan. These  a re  critica l e lements  of sound utility management.

Q. But shouldn't the regulated utilities sign the ICFAs?

Absolute ly not. Globa l Pa rent takes  la rge  risks  unde r the  ICFA sys tem because  ICFA fee s

a re  prima rily tie d to fina l pla t of e a ch subdivis ion. The re fore , Globa l P a re nt is  e xpose d to

a  la rge  ris k if de ve lopme nt is  s lowe r tha n a nticipa te d. For e xa mple , Globa l P a re nt ma y

cons truct infra s tructure  for a n  a re a , only to  s e e  the  a re a  de ve lop much s lowe r tha n

a nticipa te d. Utilitie s , a nd the ir cus tome rs , s hould be  s hie lde d from the s e  ris ks . Globa l

P a re nt's  inve s tors  ha ve  a  lot of e xpe rie nce  with de ve lopme nt, a nd the y a re  willing to ta ke

the s e  ris ks . The  ICFA s tructure  he lps  ke e p the s e  de ve lopme nt ris ks  a t the  pa re nt le ve l,

where  they be long.

Q. Why is it necessary to charge fees to landowners under the ICFAs?

As s ta ted above , implementing the  Triad of Conse rva tion s tra tegy is  ve ry capita l intens ive .
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It require s  Globa l Pa rent to put up a  huge  amount of capita l tha t will eventua lly be  put into

Globa l P a re nt's  utility s ubs idia rie s  a s  e quity. Whe n the  de ve lopme nt is  fully built out the

A.
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utilitie s ' ra te s  will include  a  re a m on the  ca pita l inve s tme nt. But this  will not like ly occur
1

2
for s e ve ra l ye a rs . Obvious ly, the re  a re  ca rrying  cos ts  a s s ocia te d  with  the  ca p ita l

3 inve s tme nt.

4

5 The s e  ca rrying cos ts  would go uncove re d, if it we re  not for the  fe e s  conta ine d in the

6
ICFAs . Ma king s ignifica nt ca pita l inve s tme nts  with no hope  of re cove ring the  ca rrying

7
cos ts  of the  inves tment is  a  ve ry difficult bus iness  propos ition. This  is  pe rhaps  one  rea son

8

9
why s o  ma ny o the r compa n ie s  do  no t bu ild  re g iona l fa c ilitie s  e mpha s iz ing  wa te r

1 0 conse rva tion.

11 v. ICFAs  he lp  promote  the  acquis ition  of s ma ll, troubled  u tilitie s .

1 2

1 3
Q- Do the  ICFA fee s  he lp  Globa l Pa ren t a cquire  s ma ll u tilitie s ?
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Yes. While  these  fees  were  origina lly conce ived as  a  means  to cover the  ca rrying cos ts  of

plant inves tments , we  came to the  conclus ion tha t they could a lso solve  another important

proble m - the  a cquis itions  of s ma ll wa te r s ys te ms . Acquiring the s e  s ma ll u tilitie s  is

difficult be ca us e  the  owne rs  of thos e  s ys te ms  typica lly de ma nd a  s ubs ta ntia l pre mium

a bove  the  va lue  of the ir ins ta lle d pla nt (i.e . the purcha s e  price  of the s e  utilitie s  is  we ll

above  the ir regula ted ra te  base .) Indeed, such utilitie s  often have  little  or no ra te  base .

20

2 1
Q. Why is consolidating small utilities important?

22
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24

25

Arizona 's  s ma ll wa te r utilitie s  a re  ofte n poorly ca pita lize d a nd in ne e d of inve s tme nt.

Mo re o ve r,  ma n y o f th e s e  u tilitie s  la c k th e  ma n a g e me n t a n d  te c h n ic a l s kills  to

succe ss fully ope ra te  a  utility, e spe cia lly in cha lle nging, fa s t-growing a re a s  a nd ce rta inly

in Arizona 's  13"' ye a r of drought.

26
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Q. Why hasn't there been more consolidation in Arizona?

A. Give n tha t the  Commis s ion ha s  be e n re lucta nt to a llow a cquis ition a djus tme nts  to ra te

base , buye rs  of utilitie s  a re  faced with die  prospect of not be ing able  to ea rn a  re turn on a

s ubs ta ntia l portion of the ir inve s tme nt. the re  ha s  be e n re la tive ly little

cons olida tion a ctivity in Arizona , de s pite  the  hundre ds  of s ma ll wa te r compa nie s  tha t

could be  consolida ted.

As  a  re s u lt,

Q. How do ICFAs  he lp  s o lve  th is  problem?

Globa l Pa rent has  ente red into ICFA agreements  tha t specifica lly a llow for use  of the  pe r-

EDU fe e s  to fund the  a cquis ition of e xis ting utilitie s . De ve lope rs  ha ve  be e n re ce ptive  to

this  conce pt be ca use  it a llows  for the m to de a l with a  s ingle  inte gra te d, compe te nt a nd

we ll-funde d provide r, ra the r tha n a  Hodge -podge  of s ma lle r provide rs . Us ing the  ICFA

fe e s  to iilnd a cquis itions  a voids  the  ne e d to re que s t a n a cquis ition a djus tme nt during a

rate case.

Q. What is the impact of consolidation on groundwater conservation?
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The  ca pa city for conse rva tion is  gre a tly incre a se d. S ma ll utilitie s  s imply la ck the  fina ncia l

a nd te chnica l re s ource s  to imple me nt a  tria d s tra te gy. All th re e  pa rts  o f the  tria d  -

re c la ime d  wa te r,  s u rfa ce  wa te r,  a n d  re ch a rg e d  wa te r re quire  ca pita l-inte ns ive

infra s tructure . S ma ll utilitie s  typica lly ca n a fford only the  ba re  minimum inve s tme nt to

ke e p wa te r flowing da y to da y. Ope ra ting on the  e dge  of cris is , the y ca n't a fford to wons

a bout sus ta ina bility or conse rva tion. The y la ck the  fina ncia l ca pa bility to commit the  tria d

s tra tegy. And even if they had the  money, they lack the  technica l expe rtise  to ca rry out the

tria d.
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VI. The Public Private Partnership agreements promote cooperation between utilities

and cities.

Q- P le a s e  e xp la in  th e  P u b lic  P riva te  P a rtn e rs h ip  (P P ) a g re e me n ts  s ig n e d  b y Glo b a l

Wa te r b e lie ve s  ve ry s tro n g ly in  d e ve lo p in g  g o o d  re la tio n s h ip s  with  th e

communitie s  s e rve d by the  Globa l Utilitie s . This  include s  the  ne e d for coope ra tion with

the  citie s  we  se rve . The  Pos  se rve  to forma lize  the  close  re la tionship we  have  deve loped

with the  Citie s  of Maricopa  and Casa  Grande . The  Pos  provide  a  number of benefits :

Close  coopera tion on water conservation measures,

Mutua l e xcha nge  of de ve lopme nt informa tion, s uch a s  building pe rmits ,

GIS da ta  and water hook-ups,

A provide a n  o p p o rtu n ity fo r

Parent.

Global

commitme nt to advance  notice  and

consultation before the Global Utilities tile for a rate case,

Expedited processing of certain permits;

Payments to the cities,

A commitment to meet and discuss issues often, and

Access to public streets rights of way.

Q. How many Pos  has  Global Parent s igned?

Globa l Parent has  P35 with the  City of Maricopa  and the  City of Casa  Grande .

Q- Please explain the PP payments .
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These payments are based on a set amount for each new hook-up. The payments are

made by Global Parent, not the regulated utilities.
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Q- How do the Pos relate to water conservation?

A. One of the main reasons the cities signed the Pos was their deep concern about future

water resources . They fully unders tood the  benefits  of integra ted utilities  tha t could

provide the Triad of Water Conservation. Indeed, the Pos provide for close cooperation

on water conservation measures.

Q. Are these payments a way of buying the support of the cities, as AWC alleges?

A. No. I ha ve  worke d close ly Mth the  officia ls  of both citie s , a nd I know tha t the y a ct in the

public inte re s t. The y s hould not ha ve  the ir re puta tions  impugne d by AWC. Aga in, the

driving force  behind the  Pos  was  concerns  about wate r resources  and wate r conserva tion.

More ove r, the  P P  pa yme nts  a re  quite  s ma ll, a nd only s e rve  to compe ns a te  the  city for

access  to public rights  of way (s imila r to franchise  fees).

VII. Re s pons e  to  AWC Compla in t.

Q- Ha ve  you  re vie we d  AWC's  Compla in t?

A. Yes.

Q- Have you also reviewed AWC's renewed Motion for an Order to Show Cause filed

February 23, 2007?

Yes.

Q. Pleas e  d is cus s  AWCs  a llega tions  rega rd ing  ICFAs  in  its  Forma l Compla in t and

Re ne we d  Motion .
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AWC has  made  numerous , but vague , a llega tions  rega rding the  use  of ICFAs. Twill try to

re spond to some  of AWC's  a llega tions .

25

A.

A.

J



Q. At pa ra gra ph  28 o f its  Forma l Compla in t, AWC c la ims  tha t Globa l P a re n t ha s

e n te re d  in to  ICFAs  with  la ndowne rs  with in  its  CC&N te rrito ry a nd  in  a re a s

c on tiguous  to  its  CC&N Te rrito ry. How do  you  re s pond?

A. We  do not be lieve  tha t ente ring into ICFAs with landowners  in a rea s  contiguous  to AWC's

CC&N is  a  ma tte r for conce rn. AWC has  no right to se rve  these  a reas , and it has  not been

somehow anointed a s  the  pre sumptive  provide r for the se  a rea s . AWC has  not shown any

commitment to provide  integra ted se rvice  in these  a reas , nor has  it shown any commitment

to wa te r cons e rva tion. Inde e d, AWC ha s  fought cons e rva tion me a s ure s  a t e ve ry s te p.

ICFAs explicitly provide  for integra ted wa te r, was tewa te r, and recla imed wa te r se rvice  and

re quire  wa te r conse rva tion me a sure s  be  unde rta ke n. For a re a s  outs ide  of AWC's  CC&N

te rritory, the  Commiss ion should ultima te ly de te rmine  who is  the  be s t provide r ba se d on

the  public inte re s t a s  pa rt of the  CC&N proce s s . The  ICFAs  a re  e xpre s s ly subje ct to this

Comlnis s ion's  CC&N proce s s , a nd the y will be  voide d if the  Commiss ion de nie s  a  CC&N

for an area cove re d by a n ICFA.

As  to AWC's  a lle ga tion a bout its  e xis ting te rritory, I fa il to unde rs ta nd how e nte ring into

ICFAs  s ome how "inte rfe re s " Mth AWC's  providing s e rvice . The  ICFAs  in que s tion a re

loca te d in AWC's  "S ta nfie ld" s e rvice  a re a . S a nta  Cruz droppe d its  re que s t to e xte nd its

CC8cN into those  a re a s  whe n the  e xis te nce  of AWC's  CC&N wa s  disclose d. As  a  re sult,
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the  ICFAs  in que s tion now re la te  s ole ly to wa s te wa te r a nd re cla ime d wa te r s e rvice s  ..

s e rvice s  tha t AWC doe s  not provide  a nd which a re  not include d in AWC's  CC&N. The

ICFAs  in no wa y ha mpe r or ha ve  ha mpe re d AWC's  a bility to provide  wa te r se rvice .
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Q. At p a ra g ra p h s  31  a n d  36  o f it s  Fo rm a l Co m p la in t ,  AWC c la im s  th a t  th e  ICFAs

"provide  tha t Globa l Pa re n t will a c t a s  a  u tility in  a ll bu t na me ..." P le a s e  re s pond .

AWC is  wrong. Inde e d, a s  I ha ve  e xpla ine d, one  of the  ma in be ne fits  of the  ICFAs  is  to

ke e p the  utility s e pa ra te  from the  ris ks  of the  ICFAs . More ove r, no pa rt of the  ICFAs

provide  for the  provis ion of a ny utility se rvice  by Globa l Pa re nt.

The  Commis s ion de fine s  a  utility a s  "[the ] public s e rvice  corpora tion providing wa te r

se rvice to the  public in complia nce  with state la w." A.A.C. R14-2-401 (Empha s is  a dde d.)

None  of the  a ctivitie s  Globa l P a re nt a gre e s  to e nga ge  in unde r the  ICFAs  involve  a ny

inte ra ction with "the  public." Furthe r, the  ICFAs  s imply do not ca ll for Globa l P a re nt to

provide  "wa te r s e rvice " to a nyone . Ra the r Globa l P a re nt's  role  is  to fa cilita te , a rra nge ,

fina nce  a nd coordina te  with its  utility s ubs idia rie s  a nd the  la ndowne r in orde r to e ns ure

tha t the  utility subs idia rie s  a re  ready to provide  se rvice  when necessa ry. Santa  Cruz Wate r

Compa ny a nd Pa lo Ve rde  Utilitie s  Compa ny will provide  wa te r, wa s te wa te r a nd re cla ime d

wate r se rvice  to the  public. Globa l Pa rent does  not and will not provide  those  se rvices .

AWC points  to la ngua ge  from Globa l P a re nt's  ICFA with Ha m-Me sa  L.L.C. to support its

unwa rra nte d conte ntion tha t Globa l P a re nt is  a cting a s  a  utility (spe cifica lly a t pa ra gra ph

one .) Howe ve r, upon re vie w of the  cite d  la ngua ge  it is  a ppa re nt tha t it conta ins  no

me ntion of Globa l P a re nt providing "wa te r s e rvice  to the  public." Ra the r, it only ca lls  for

Global Parent to coordinate  the  services as  described above.

Q- At paragraph 32 of its formal complaint, AWC makes claims regarding alleged tie-in

arrangements contained within ICFAs. How do you respond?
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A. AWC s ta te s  in its  compla int tha t "[the ] ICFAs  re quire  a  tie -in a rra nge me nt compe lling the

landowners  to ente r into ma in extens ion agreements  with [Santa  Cruz and Pa lo Verde ], to

gra nt [S a nta  Cruz] a nd [P a lo Ve rde ] va rious  e a s e me nts , a nd to e ve ntua lly gra nt [S a nta
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Cruz] any and a ll wa te r rights  and we lls  on the  a ffected prope rtie s ." The re  is  no re fe rence

to a  "tie -in a rra nge me nt" in the  cite d ICFA. So, AWC's  a lle ga tions  re ga rding the  so-ca lle d

"tie -in a rra nge me nts " a re  va gue  a t be s t. It is  difficult to de ciphe r e xa ctly wha t AWC is

a lleging he re .

To the  e xte nt tha t AWC implie s  tha t the  provis ions  of the  cite d ICFA, or ICFAs  in ge ne ra l,

ha rm the  public inte re s t tha t is  not a t a ll the  case . AWC a lleges  no specific ha rm anywhere

in its  compla int to e xis ting or prospe ctive  cus tome rs . Furthe r, I ha ve  se ve ra l re a sons  why

AWC's  a lle ga tion is  off the  ma rk.
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Firs t, Globa l P a re nt is  not "compe lling" a nyone  to e nte r into a n ICFA. The  ICFAs  a re

volunta ry agreements  be tween sophis tica ted pa rtie s . In no way is  Globa l Pa rent us ing the

ICFAs  to compe l la ndowne rs  into doing a nything.

Second, AWC cite s  pa ragraph 3 of the  ICFA a ttached to its  Compla int. But tha t pa ragraph

does  not ca ll for the  execution of a  ma in extens ion agreement. A diffe rent pa ragraph does

me ntion ma in e xte ns ion a gre e me nts . Howe ve r, ma in e xte ns ion a gre e me nts  ca nnot be

e xe cute d unle s s  a nd until the  Commis s ion a pprove s  a  CC&N e xte ns ion for the  s ubje ct

prope rty. More ove r, the  wa te r ma in e xte ns ion a gre e me nt will be  s ubje ct to S ta ff re vie w

unde r A.A.C. R14-2-406 . Th u s ,  I d o n 't s e e  h o w th is  me n tio n  o f ma in  e xte n s io n

agreements  is  a  problem.

Third, the  gra nting of e a se me nts  to utilitie s  (in this  ca se  S a nta  Cruz a nd P a lo Ve rde ) is  a

typica l pa rt of the  de ve lopme nt proce s s . The s e  e a s e me nts  a re  commonpla ce  a nd I a m

baffled a s  to why AWC is  making an issue  out of them he re .
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Fourth, it is  true  dirt pa ra gra ph thre e  of the  cite d ICFA ca lls  for the  tra ns fe r of wa te r rights

and we lls  from the  landowner to Santa  Cruz (including irriga tion rights  once  the  landowner
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s tops  fa rming.) Howe ve r, I do not s e e  how this  ha rms  the  public inte re s t in a ny wa y. I

be lieve  it makes  sense  and se rves  the  public inte res t to put wells  and wate r rights  under the

control of the  wa te r utility tha t will ha ve  the  obliga tion to s e rve . I do not unde rs ta nd how

leaving we lls  and wa te r rights  unde r the  control of a  landowner or deve lope r .- who do not

ha ve  the  long-te rm inte re s t to provide  wa te r s e rvice  - will s e rve  the  inte re s t of those  who

will e ve ntua lly buy home s  on the  la nd. In fa ct, it s e e ms  logica l tha t the  wa te r provide r

would be  the  controlle r of we lls  a nd wa te r rights , s ince  the  bus ine s s  of the  wa te r utility is

to supply and provide  wa te r.

Q. At p a ra g ra p h  34 o f its  fo rma l c o mp la in t, AWC c la ims  th a t re c o rd in g  th e  ICFAs  is

s omehow de trimenta l. P leas e  res pond.
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Re cording docum e nts  is  s ta nda rd le ga l proce dure  a nd its  us e  with re ga rd to ICFAs  is  in no

wa y de trim e nta l.  P la nning for,  fina ncing a nd de ve loping wa te r,  wa s te wa te r a nd re c la im e d

wa te r in fra s truc ture  is  a  ve ry e xpe ns ive  proce s s ,  It would  s im ply be  im pra c tica l to  incur

tha t la rge  e xpe ns e  knowing tha t s a le  of the  la nd  in  que s tion  could  m a te ria lly cha nge  the

te rm s  of the  a gre e m e nt be twe e n G loba l P a re nt a nd  the  la ndowne r. G iv e n  th a t it  is  n o t

u n c o m m o n  fo r la n d  to  c h a n g e  h a n d s  s e v e ra l t im e s  b e fo re  it  is  e v e n tu a lly d e v e lo p e d ,

re corda tion  is  ne ce s s a ry to  pro te c t G loba l P a re n t's  s ign ifica n t inve s tm e nt. F urthe r,  d ie

la ndowne rs  who e nte r in to  ICFAs  a re  s ophis tica te d pa rtie s  who would s im ply not a gre e  to

te rm s  tha t "im pos e  unre a s ona ble  burde ns  on the  la nd" a s  AWC a lle ge s .  On the  contra ry,

the  e xis te nce  of a n  ICF A e nha nce s  the  va lue  of the  la nd  be ca us e  it s hows  a ny pote ntia l

purcha s e r who wis he s  to  de ve lop the  la nd tha t the  s ignifica nt proble m  of pla nning for a nd

bu ild ing  wa te r,  wa s te wa te r a nd  re c la im e d  wa te r in fra s truc tu re  is  be ing  a dd re s s e d  by a

com pe te n t a nd  we ll-funde d  e n tity focus e d  on  e ns uring  wa te r s e rv ice  ove r the  long-te rm

while  imple me nting a ggre s s ive  me a s ure s  to ma ximize  wa te r cons e rva tion a nd re us e .

A.
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Q. At paragraph 38 (and again at paragraph 54) of its formal complaint, AWC claims

that the ICFAs violate the terms of Commission Decision No. 61943. What is your

1

2

3

4 A.

re s p o n s e ?

The  lCFAs  do  no t vio la te  De cis ion  No. 61943 . Tha t de cis ion  d is a llowe d  the  us e  o f

P a yme nt in Lie u of Re ve nue  ("P ILOR") cha rge s  by P a lo Ve rde  Utilitie s  Compa ny a nd

Santa  Cruz Wate r Company. I note  tha t Globa l Pa rent was  not the  owner of Santa  Cruz or

P a lo  Ve rde  whe n  De cis ion  No . 61943  wa s  is s ue d .

diffe re nce s  be twe e n the  P ILOR cha rge s

agreed to under ICFAs.

Eve n s o , the re  a re  s ign ifica n t

dis cus s e d in 1998 a nd 1999 - a nd the  fe e s

Firs t, a s  discusse d a bove , the  fe e s  conta ine d in ICFAs  a re  de s igne d to cove r the  ca rrying

cos ts  of e quity inve s tme nts  for a  de fine d time  pe riod whe re a s  the  P ILOR cha rge s  we re

specifica lly intended to "pay ope ra ting expenses  to keep cus tomers ' was tewa te r trea tment

a nd wa te r ra te s  lowe r tha n s hould be  cha rge d."3 The  fe e s  in the  ICFAs  do not cove r

operating expenses.
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S e co n d ,  it wa s  a ls o  fo u n d  th a t fu n d s  fro m th e  P ILOR ch a rg e s ,  "will b e  a d d e d  to

s ubs e que nt e quity inve s tme nts  to pa y for the  re ma ining four pha s e s  of cons truction."4

Aga in, the  fees  conta ined in the  ICFAs do not offse t equity inves tments . Ra the r Mey cove r

the  ca rrying cos ts  of equity inves tments .
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Third, the  P ILOR cha rges  a s  proposed would have  been trea ted a s  utility revenues .5 This

is  s imply not the  ca s e  with the  ICFA fe e s . ICFA fe e s  a re  not pa id to the  utilitie s  ra the r

they a re  pa id to Globa l Parent and the  ICFA fees  a re  not intended as  compensa tion for any

utility se rvices . So I do not see  how they could be  cha racte rized a s  utility revenues .

3 Decis ion No 61943 a t FN 4.
4 Decis ion No 61943 a t FN 4.
5 Decision No 61943 a t 1] 17.
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Fourth , the re  a re  s ignifica nt diffe re nce s  be twe e n how the  propos e d P ILOR cha rge s  we re

s truc ture d a s  compa re d to the  ICFA fe e s . S pe cifica lly, the  P ILOR fe e s  we re  to be  pa id a t

the  time  the  s o-ca lle d "s upe r pa d" wa s  s old to builde rs  or de ve lope rs  or a t the  time  e a ch lot

wa s  s old to e nd us e  cus tome rs .6 This  contra s ts  with the  ICFA fe e s  tha t a re  pa id a t the  time

of fina l pla t i.e ., whe n building pe rmits  a re  is s ue d.

Give n a ll of the s e  d iffe re nce s  be twe e n the  P ILOR fe e s  the  Commis s ion  re je cte d  in

De cis ion No. 61943 a nd the  ICFA fe e s , it is  cle a r tha t ICFAs  do not viola te  De cis ion No.

619431

Q- At pages 6 and 7 of its Renewed Motion AWC (through a quote by Arizona-American

Water Company) implies that ICFAs "skirt settled regulatory accounting and

ratemaking practices" and that "the playing field should be level for all Arizona

A.

wa te r a n d  wa s te wa te r u tilitie s ." P le a s e  p ro vid e  a  re s p o n s e .

Firs t, it ha s  ne ve r be e n our in te nt to  "s kirt s e ttle d  re gula tory a ccounting  a nd ra te ma king

pra c tice s ." And ICFAs  do no s uch thing. We  unde rs ta nd tha t ICFAs  a re  a  nove l conce pt,

b u t  th e y h a v e  a n d  we re  a lwa ys  in te n d e d  to  o p e ra te  with in  th e  c u rre n t  re g u la to ry

fra me work. S e cond, we  a gre e  tha t "the  pla ying fie ld  s hould be  le ve l for a ll Arizona  wa te r

a nd  wa s te wa te r u tilitie s ." The  ICFA mode l in  no  wa y "in -le ve ls " the  "p la ying  fie ld". The

"le ve l pla ying fie ld" conce pt ca nnot me a n tha t gove rnme nt mus t prote c t compe titors  who

a re  fa iling to a da pt to s e rious  e nvironme nta l cha nge s , s uch a s  drought, a nd who choos e  to

ig n o re  re g u la to ry fe e d b a c k o n  th e  e ffe c t o f th e ir b u s in e s s  m o d e l. Bus ine s s e s , e ve n

re gula te d monopolie s , mus t a da pt to cha nge s  a nd mus t e volve .
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We  ha ve  not a nd do not inte nd to pa te nt our bus ine s s  mode l. In fa ct, a ny firm tha t is

willing to ma ke  the  s ignifica nt e quity inve s tme nt ne ce s s a ry to imple me nt the  "Tria d of

s Decision No 61943 at 1] 18.
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1

2

3

Cons e rva tion" d is cus s e d a bove  ca n do s o . Any firm tha t is  a ble  to  a nd wa nts  to  provide

wa te r,  wa s te wa te r a nd  re c la ime d  wa te r s e rvic e s  in  a n  in te gra te d  fa s h ion  c a n  do  s o  by

ma king the  a ppropria te  inve s tme nts , a nd filings  a t the  Commis s ion, ADEQ a nd ADWR.
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Furthe r, the  ICFA a gre e me nts  in  no  wa y impinge  upon  how o the r wa te r a nd  wa s te wa te r

p rovide rs  ope ra te  in  the ir CC&N te rrito rie s  no r do  the y imp inge  on  the  a b ility o f o the r

provide rs  to compe te  for ne w CC&N te rritorie s . Othe r wa te r a nd wa s te wa te r provide rs  a re

fre e  to de ve lop the ir own innova tive  s tra te gie s  a s  the y purs ue  the ir bus ine s s  goa ls .

9

10

11

12

13

Th e  IC F As  a re  m e re ly G lo b a l P a re n t 's  m e a n s  o f p la n n in g ,  fin a n c in g ,  a n d  b u ild in g

in te g ra te d  s ys te m s  tha t fa c ilita te  Globa l P a re n t's  c om m itm e n t to  wa te r c ons e rva tion .

ICFAs  do  no t g ive  the  Globa l Utilitie s  a  righ t to  s e rve  a ny pa rticu la r a re a  - it is  obvious

tha t only the  Commis s ion ca n do s o.
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We  ha ve  worke d within the  Commis s ion's  re gula tions  a nd Arizona  la w while  continuing

to  fin d  in n o va tive  wa ys  to  a c h ie ve  g o a ls  th e  Co mmis s io n  h a s  s e t o u t fo r wa te r

conse rva tion. We  have  worked with the  Commiss ion, its  S ta ff, and othe r s ta te  agencie s  to

do s o, a s  we ll a s  forging pos itive  re la tions hips  with towns , municipa litie s , a nd Na tive -

Ame rica n communitie s . The  e vide nce  is  tha t our re gula te d a ffilia te s  fully s ubmit to the

juris diction of the  Commis s ion. S o, the  pla ying fie ld is  jus t a s  le ve l for us  a s  it is  for a ny

othe r wa te r a nd/or wa s te wa te r provide r a round the  s ta te . The  bottom line  is  tha t we  ne e d

to find wa ys  to a chie ve  Arizona 's  goa l of pre s e rving its  pre cious  wa te r re s ource s  a nd

ICFAs a re  a  key tool for mee ting tha t goa l.
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1.

\

Q~ At pa ge  7 o f its  Re ne we d  Motion  AWC c la ims  tha t Globa l P a re n t vio la te d  the  te rms

o f c e rta in  ICFAs  wh e n  it  u s e d  fu n d s  p ro vid e d  th ro u g h  th o s e  ICFAs  to  p u rc h a s e

exis ting utilitie s . P leas e  res pond.

AWC is  wrong. Ea ch time  tha t Globa l P a re nt us e d funds  ge ne ra te d through ICFAs  to

purcha se  e xis ting utilitie s  such use  wa s  spe cifica lly a nd e xpre s s ly provide d for within the

a gre e me nt. La ndowne rs  a nd De ve lope rs  s e e  cons olida ting s ma ll wa te r a nd wa s te wa te r

provide rs  a s  a  pos itive  deve lopment. Consequently, they a re  willing to use  the  ICFA mode l

to facilita te  such consolida tion. We  s imply have  no rea son to hide  our intentions  rega rding

cons olida tion  from the  La ndowne rs  a nd De ve lope rs  we  do  bus ine s s  with . AWC's

a llega tion s imply has  no bas is  in fact.

Q- Does this conclude your Testimony?
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GLGBAL WATER COMPANY OWNERS

NAME PERCENTAGE

Bill Levine 42.44%

Dan Cracchiolo 6.13%

Andre w Cohn 12.5%

Tre vor Hill 23.29%

Leo Commandeur 11.65%

Graham Symmonds 2.5%

Cindy Lile s 1.5%
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Introduction.I.

Q- Please state your name and business address.

My na me  is  Cindy Lile s . My bus ine s s  a ddre s s  is  21410 North 19'*' Ave nue , S uite  201,

Phoe nix, Arizona  85027.

Q. By whom are you employed and what is your position?

A. I a m S e nior Vice  P re s ide nt for Growth Ma na ge me nt a nd Chie f Fina ncia l Office r ("CFO")

of Globa l Wa te r Re s ource s , LLC ("Globa l P a re nt") a nd Globa l Wa te r Ma na ge me nt, LLC

("Globa l Ma na ge me nt"). I a ls o s e rve  a s  the  S e cre ta ry of a ll of Globa l P a re nt's  re gula te d

s ubs idia rie s  (the  "Globa l Utilitie s "). I will re fe r to  Globa l P a re nt, Globa l Ma na ge me nt,

and our regula ted subs idia rie s  a s  "Globa l Wate r" or the  "Respondents ."

Q. What is  the  purpos e  of your direc t te s timony in  th is  proceeding?

I te s tify in oppos ition to the  compla int file d by Arizona  Wa te r Compa ny ("AWC") a ga ins t

the  Respondents.

Q. Please describe your education, background and experience.
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I g ra dua te d  from De lta  S ta te  Un ive rs ity in  Mis s is s ipp i with  a  ba che lo r's  de g re e  in

a ccounting in 1984. I a m a  ce rtifie d public a ccounta nt a nd wa s  e mploye d by Holida y Inns

Worldwide  in Memphis , Tennessee  in 1987. I was  pa rt of the  te am tha t s tructured the  sa le

of Holida y Inns  to Ba s s , P LC in 1990 a nd s pun off Emba s s y S uite s , Home wood S uite s ,

Ha mpton Inns  a nd Hurra h's  Ca s inos  to form the  P romus  Corpora tion. As  the  Ma na ge r of

Accounting, I h ire d the  s ta ff for the  Ba s s , P LC office s  in  Atla nta , Ge orgia  while  a ls o

providing cons ulting to P romus  Corpora tion. Iwis  in tha t pos ition until 1994.

From 1994 to 2000, I wa s  the  S e nior Vice  P re s ide nt a nd Chie f Accounting Office r for

Mid-Ame rica  Apa rtme nt Communitie s . This  wa s  a n a pa rtme nt re a l e s ta te  inve s tme nt trus t

A.

A.

A.
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(REIT) he a dqua rte re d in Me mphis  tha t tra de d on the  Ne w York S tock Excha nge  a s  MAA.

In 2001, I re loca te d to P hoe nix, Arizona , a nd pa rtne re d with the  de ve lopme nt compa ny

tha t forme d Pa lo Ve rde  a nd Sa nta  Cruz, to provide  wa s te wa te r a nd wa te r se rvice s  to the

fa s t-growing a rea s  nea r Maricopa , Arizona . I was  the  CFO and Gene ra l Manage r of the se

compa nie s . Whe n Globa l Pa re nt ("Globa I") a cquire d Pa lo Ve rde  a nd Sa nta  Cruz, I joine d

Globa l as  the  CFO and Vice  Pres ident of Opera tions .

Q- What topics does your testimony cover?

A. I will dis cus s  the  following topics  in my te s timony:

Globa l Wate r's  corpora te  s tructure ,

Globa l Wate r's  contacts  with deve lope rs  conce rning the  ICFAs,

How ICFA fee s  a re  de te rmined;

How ICFA fe e s  ha ve  little  impa ct on cus tome rs ,

Wha t we  mean by "ca rrying cos ts" of regiona l infra s tructure ,

An e xa mple  of how ICFAs  he lp Globa l P a re nt to  cove r ca rrying cos ts  of s uch

infra s tructure , and

The  regula tory accounting issues  ra ised by the  ICFAs.

II. Corpora te  S truc tu re .

Q. Please explain the corporate structure of Global Water.

A. The  corpora te  s tructure  of Globa l Wate r is  shown on Exhibit Lile s - 1

Q. Do you have a response to AWC's statements regarding Global Water Management,
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A.

LLC ?

Ye s . Globa l P a re nt is  the  ultima te  pa re nt compa ny of a ll our re gula te d utilitie s . Globa l

Pa rent and its  subs idia rie s  do not have  employees  of the ir own. Ins tead, a ll employees  a re

2



e mploye d by Globa l Wa te r Ma na ge me nt, LLC ("Globa l Ma na ge me nt"). Globa l

Management a llows us  to e fficiently utilize  our employee  resources , and is  more  e fficient

than having separate employees for Global Parent and each of its 18 subsidiaries.

Q. Is Global Management an attempt to earn extra profit?

No. Globa l Management does  not include  profit in charges  to our regula ted utilities , and it

is  not des igned to make  a  profit from its  re la tionship with our regula ted utilitie s . However,

Globa l Management does  offe r se rvices  to some  unaffilia ted utilitie s , and we  do hope  to

make  a  profit from those  activities .

Q. Does Global Parent also pay for the services of Global Management?

A. Ye s , Globa l P a re nt pa ys  for the  s e rvice s  of the  e mploye e s  it us e s , including our

management team.

Q- Why not jus t hire employees  for each company?

Global Parent has 18 subsidiaries . It would not be  practica l to hire  separa te  employees for

e a ch utility. This  s tructure  a llows  us  to e fficie ntly use  our e mploye e s . For e xa mple , it is

more  efficient to have one se t of customer service  workers , than to have 18 separa te  se ts .

To ha ve  18 s e pa ra te  s e ts , mos t utilitie s  would ha ve  only pa rt-time , limite d cus tome r

se rvice  ava ilability. By pooling the  cus tomer se rvice  function and employees  across  our

affilia tes, we are able to deliver better and less expensive customer service.

Q. Are there other benefits?
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A. Yes , it a llows us  to achieve  economies  of sca le  .- requiring separa te  employees  for each

subs idia ry would block us  from achieving some  of the  poss ible  cos t reductions . We  can

a ls o offe r be tte r e mploye e  be ne fits  by ha ving a ll the  e mploye e s  be  e mploye d by one

A.

A.
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compa ny. For e xa mple , it would be  more  cos tly to ha ve  18 s e pa ra te  he a lth pla ns , 18

separa te  401(k) plans, and so forth.

Q. How does  th is  s truc ture  re la te  to  cons olida tion of s mall u tilitie s ?

A. It promote s  the  cons olida tion of s ma ll utilitie s . We  a re  a ble  to a cquire  a nd run utilitie s

us ing a  common pool of e mploye e s . S ome  of the s e  utilitie s  would not be  via ble  if the y

ha d to  ha ve  the ir own e mploye e s . More ove r, ma ny utility owne rs  pre fe r to  s e ll s tock

ra the r tha n a sse ts . Thus , Globa l P a re nt e nds  up owning nume rous  s e pa ra te  re gula te d

utilitie s .

Q. But isn't this structure unusual?

A. Not re a lly. Othe r compa nie s  ha ve  us e d it. For e xa mple , we  re ce ntly a cquire d We s t

Ma ricopa  Combine , which ha d a  s imila r a rra nge me nt us ing a  compa ny ca lle d "We s t

Ma ricopa  Adminis tra tive  S e rvice s ." Anothe r e xa mple  is  P ivota l Utility Ma na ge me nt.

This  compa ny ma na ge s  a  numbe r of compa nie s , s ome  of which it owns . A lis t  o f

companies  opera ted by P ivota l is :

P ine  Me a dows  Utilitie s , LLC
Swe e twa te r Cre e k Utilitie s
Be nsch Ra nch Utilitie s , LLC
Cross Creek Water Company
Verde Santa  Fe  Wastewater Company
Corona do Utilitie s , Inc.

Q. How does this structure compare to AWC?
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A. AWC's  s tructure  is  to ha ve  a ll utility ope ra tions  in the  s ta te  owne d by one  corpora tion.

Employe e s  a re  e mploye d by AWC. But AWC ha s  18 or so se pa ra te  ra te ma ldng divis ions .

S o e mploye e  cos ts  mus t be  a lloca te d to e a ch divis ion. In s hort, I a m not convince d tha t

AWC's  s tructure  is  s imple r or ea s ie r to audit.
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111. Contacts with Developers.

Q- Does  Globa l Pa rent s o lic it landowners  to  s ign  ICFAs ?

No. It is  not ne ce s s a ry to  "knock on doors " or s e e k out la ndowne rs  or de ve lope rs  for

ICFAs . It is  true  tha t we  ha ve  re la tionships  with ma ny of the se  de ve lope rs  a nd ha ve  a n

ongoing dia logue  with the m. Mos t ne w lCFAs  come  from e ntitie s  whom we  ha ve  worke d

with be fore . Thos e  tha t a re  ne w to us , he a r a bout us  from "word of mouth" from othe r

de ve lope rs , la ndowne rs , or city or county officia ls . We  a re  proud of Globa l Wa te r's

exce llent reputa tion in those  circles  and we  a re  pleased tha t so many landowners  choose  to

work with us .

Q. How has  the  deve lopment community re s ponded to  ICFAs ?
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It has  been our expe rience  tha t the  deve lopment community has  re sponded ve ry favorably

to the  ICFA conce pt. Ge ne ra lly, de ve lope rs  do not wa nt to be  in the  utility bus ine ss . Mos t

de ve lope rs  would much ra the r tum ove r the  pla nning, fina ncing a nd cons truction of wa te r,

wa s te wa te r a nd re cla ime d wa te r pla nt to a  qua lifie d compa ny. De ve lope rs  a ls o s e e m to

a ppre cia te  the  s tra igh tfo rwa rd  a nd  re la tive ly s imple  na tu re  o f the  ICFA me thod  a s

compa re d to , for e xa mple , the  us e  of a dva nce s . In  s h o rt,  th e  ICFA mo d e l a llo ws

de ve lope rs  to focus  on the ir bus ine s s  a nd a llows  a n e ntity with the  e xpe rtis e  in wa te r,

wa s te wa te r a nd re cla ime d wa te r to ha ndle  it prope rly. In othe r words , de ve lope rs  trus t

Globa l P a re n t to  p la n , fina nce , a nd  bu ild  the  fa cilitie s  tha t will a ls o  a dva nce  wa te r

conse rva tion a nd re use . We  ha ve  e ncounte re d ve ry little  push ba ck on the  ICFA conce pt.

In fa ct, de ve lope rs  ha ve  shown s ignifica nt inte re s t in the  ICFA conce pt a nd ha ve  a ctive ly

s ought us  out with inquirie s . All the  de ve lope rs  ha ve  a  choice  of us ing a  line  e xte ns ion

agreement ra the r than an ICFA if they pre fe r.

A.

A.
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Iv. ICFA Fe e s .

Q-

A.

What cos ts  a re  the  ICFA fees  des igned to recover?

The  ICFA fe e s  a re  de s igne d  to  re cove r . on a  pe r-EDU-ba s is  .-. the  ca rrying cos ts

a ssocia ted with the  capita l inves tment made  by Globa l Pa rent for the  time  pe riod be tween

Globa l P a re nt's  initia l pla nning of pla nt through the  full build out of the  de ve lopme nt.

Because  the  ICFA is  deve loped ve ry ea rly in the  process , de te rmining the  fee  ca lcula tion is

necessa rily dependant on e s tima te s  and forecas ts  of va riable s  such a s  tota l plant needed,

schedule s  for cons tructing the  plant, length of time  be tween the  s ta rt of plant cons truction

a n d  fu ll b u ild  o u t,  th e  p h a s in g  o f d e ve lo p me n ts  (i.e . ,  th e  n u mb e r o f h o me s  p e r

deve lopment phase  and timing of those  phases) and the  tota l number of EDUs.

Q. How a re  ICFA fe e s  c a lc u la te d?

ICFA fe e s  a re  not 'ca lcula te d' by a  s imple  formula  be ca us e  it is  not s tra ight-line  ma th.

The re  a re  s e ve ra l crite ria  tha t a re  e a ch inde pe nde ntly a s s e s s e d a nd for e a ch, a  cos t

e s tima te  is  deve loped. The  crite ria  include :

e xis ting infra s tructure ,
assessment of scope  of needed planning and infrastructure  under ICFA,
time  to cons truct tha t infra s tructure ,
cons truction cos ts ,
pha s ing including time line  to 'build out' which drive s  unuse d/unuse ful risk a t ACC,
a nd

current cos t of capita l re la tive  to marke t conditions  for capita l.
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For e a ch crite ria  a bove , we  re ly on inte rna l s ta ff discuss ions  a nd a s se ssme nts . Norma lly,

we  ha ve  intrins ic knowle dge  of the  a re a  in que s tion tha t a llows  us  to conduct s uch a n

a s s e s s me nt. In  a re a s  whe re  we  do not ha ve  e xis ting infra s tructure , we  ma y ha ve  to

conduct more  quantita tive  ana lyses .

A.
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Once  we  have  deve loped a  sense  of our s itua tion in light of the  above  crite ria , we  ente r into

ne gotia tions  with de ve lope rs  to a rrive  a t a n a cce pta ble  fe e . We  ha ve  two goa ls  in thos e

ne gotia tions  - one , ge t the  de ve lope r to buy into our Tria d of Cons e rva tion mode l a nd

unde rs ta nd how tha t a pproa ch is  the  be s t long-te rm move , a nd two, ne gotia te  a  fe e  tha t

a llows  us  s ome  incre a s e d comfort in ma king a  la rge  inve s tme nt with no s pe cifie d pa yoff

da te , and uncerta in time to recovery given, aga in, our assessment of the  above  crite ria .

One  wa y to unde rs ta nd this  a pproa ch is  to think of a  re a l e s ta te  a ge nt. In ne ighborhoods

whe re  the y fre que ntly buy a nd s e ll home s , the y ca n wa lk into a  home  a nd te ll you its

ma rke t va lue . But in a nothe r city, tha t s a me  a ge nt would re ly on "comps", MLS  sa le s  a nd

time  to  s a le  in fo rma tio n ,  a n d  wo u ld  like ly co n ta c t o th e r a g e n ts  o r a p p ra is e rs  fo r

a ss is tance . In the  firs t ins tance , many of the  va riable s  a re  s imply known to the  agent from

experience  and knowledge  of the  environment, in the  la tte r, the  agent re lie s  on mathematic

inputs . At Globa l we  focus  on s pe cific re gions , We s te rn P ina l a nd Ma ricopa  Countie s  in

pa rticula r, s o we  a re  us ua lly us ing a  more  s ubje ctive  a pproa ch. And, jus t like  in the  re a l

e s ta te  agent example , our opinion must ultima te ly be  negotia ted with (or aga ins t) someone

who wants  very much to drive  our assessment down.

Q. What is the impact on water utility customers of fees assessed under the ICFAs?
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A. In the ir firs t s ix yea rs  of ope ra tions , Pa lo Ve rde  and Santa  Cruz went from ze ro cus tomers

to 28,000 cus tome rs . P a lo Ve rde  a nd S a nta  Cruz a dde d a pproxima te ly $136 million of

infra s tructure  in the s e  firs t s ix ye a rs . If cus tome rs  cove re d the s e  ca rrying cos ts  .- or this

plant was  added to ra te  base  be fore  many cus tomers  joined the  sys tem .- ra te s  would have

skyrocke ted. Bu t d o in g  n o th in g  wo u ld  h a ve  ma d e  in te g ra te d ,  re g io n a l s ys te ms

una fforda ble . Globa l P a re nt s imply could not a bs orb ca rrying cos ts  on this  $136 million

for ye a rs . By us ing the  ICFA mode l, Globa l P a re nt wa s  a ble  to fina nce  tha t s ta gge ring

growth while  mainta ining s table , reasonable  ra tes  tha t furthe red conserva tion.
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The  ICFA fee s  a re  pa id entire ly by deve lope rs  and ra re ly non-re fundable . Utility

customers will not bear any of the costs of ICFA fees through rates. The Global Utilities

will not seek any revenue from customers associated with the ICFA fees. While the ICFA

model allows Global Parent to infuse significant equity into its  utility subsidiaries, lCFAs

do not re quire  a ny pa rticula r utility ca pita l s tructure . The  ICFAs  do not put a ny

restrictions on the  degree to which the  utility subsidiaries  are  funded by debt or equity.

Howeve r, the  ICFA mode l a llows  cus tomers  to enjoy the  bene fits  of integra ted and

financially-healthy water, wastewater and reclaimed water providers that are committed to

water conservation and the long-term sustainability of the water supply.

Q. Won't homebuilders eventually pass the cost of the ICFA fees on to consumers

through the price of the house?
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I do not believe that this is necessarily true. Developers have explained to me that home

prices are not set on a cost-plus basis, rather, they are determined by market forces. For

instance, if prevailing market forces support a price of $200,000 for a particular new home

then the builder of that home will sell it for $200,000. However, if the  housing market is

stronger and a price of $250,000 can be supported than developers will sell for $250,000.

In other words, if market conditions a llow for ra is ing the  price  of a  home, homebuilders

will ra is e  the  price  whe the r or not the re  is  a  pa rticula r cos t to jus tify the  cha nge .

Conversely, if market forces do not a llow for aggressive pricing, developers will absorb

more of their costs than they otherwise would.

A.
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v. Carrving Costs.

Q.

A.

P le a s e  e xp la in  e xa c tly wh a t is  m e a n t b y th e  te rm  "c a rryin g  c o s t ."

The  conce pt of ca rrying cos ts  is  tha t ca pita l is  not fre e . In  othe r words , ca pita l ha s  a  cos t.

Th is  fu n d a m e n ta l p rin c ip le  is  a t  th e  c o re  o f fin a n c e  a n d  e c o n o m ic s . Ca rrying  c os ts

re p re s e n t th e  c o s t  o f c a p ita l o v e r t im e ,  s o m e tim e s  c a lle d  th e  "t im e  v a lu e  o f m o n e y. "

Ca lcu la ting  ca rrying  cos ts  re qu ire s  two  s te ps : de te rm in ing  how e xpe ns ive  the  ca p ita l is

(th e  "c o s t o f c a p ita l" ra te ) a n d  d e te rm in in g  h o w lo n g  th o s e  e xp e n s e s  will b e  in c u rre d .

Ca lcula ting the  cos t of ca pita l re quire s  cons ide ring the  cos t of e quity a nd the  cos t of de bt.

De vo ting  e qu ity c a p ita l to  a  pa rtic u la r p ro je c t m e a ns  tha t o the r us e s  o f tha t c a p ita l a re

fore gone . Th is  is  why c a p ita l c os ts  a re  c ons ide re d  a n  opportun ity c os t. The  fo re gone

re turn a s s ocia te d with the s e  fore gone  inve s tm e nts  is  a  re a l e conom ic  cos t a nd is  typica lly

re fe rre d  to  a s  the  cos t o f e quity.  If borrowe d funds  a re  de vote d  to  a  pro je c t,  the  in te re s t

pa id on thos e  funds  is  the  cos t of de bt.  A we ighte d a ve ra ge  of the  cos t of de bt a nd e quity

de te rmine s  the  ove ra ll cos t of ca pita l.
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In a  ra te ma king conte xt, the  a uthorize d ra te  of re turn is  de s igne d to compe ns a te  utilitie s  for

the  cos t of ca pita l a s s oc ia te d  with  p la nt tha t ha s  be e n de te rm ine d to  be  us e d a nd us e ful.

Howe ve r, whe the r pla nt ha s  be e n de te rmine d to be  us e d a nd us e ful or not the  compa ny s till

in c u rs  th e  c o s t  o f c a p ita l. F o r in s ta n c e ,  p la n t  u n d e r c o n s t ru c t io n  is  g e n e ra lly n o t

cons ide re d to  be  us e d a nd us e ful but re gula tory com m is s ions  ha ve  re cognize d the  cos t of

ca pita l a s s oc ia te d  with  tha t p la nt a nd in  s om e  ins ta nce s  a llow for its  re cove ry through a n

a llowa nce  for iiunds  us e d during cons truc tion ("AFUDC").

Globa l Wa te r's  commitme nt to imple me nting the  tria d of conse rva tion a nd building pla nt

on a  re giona l ba s is  re quire s  la rge  a mounts  of pla nt to  be  built be fore  the  a nticipa te d

cus tome rs  a re  hooke d up. This  re s ults  in a  la rge  a mount of ca pita l cos ts  (i.e ., ca rrying
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cos ts ) tha t a re  unre cove ra ble . Typica lly, AFUDC only cove rs  the  time  pe riod ove r which

cons truction is  a ctua lly ta lking place . This  does  not addre ss  the  time  pe riod a fte r the  plant

is  built but be fore  it is  included in ra te  base .

The  is sue  of unrecove rable  ca rrying cos ts  is  not new and has  been addre ssed throughout

the  Unite d S ta te s . In Ma rch 1986, the  Congre s s iona l Budge t Office  ("CBO") publis he d

the  "Fina ncia l Condition of the  U.S . Ele ctric Utility Indus try"1, which, in pa rt, a ddre s s e d

the impact of regulation on investment decisions. The CBO stated:

Ratemaking can influence  a  utility's  decis ion to inves t by making the
recovery of cons truction cos ts  more  unce rta in than the  recovery of fue l
and othe r opera ting cos ts . Charges  for construction work in progress  a re
often he ld in a  separa te  account ra ther than immedia te ly ente red into the
ra te  base . Only when the  plant is  placed in se rvice  is  the  accumula ted
amount, toge ther with a  re turn earned on it, ente red into the  ra te  base  for
recove ry of the  inves tment.

This  practice  can lead to seve ra l difficultie s ...consumers  a re  firs t shie lded
from one  price  e ffect of the ir consumption - the  need for new capacity .-
but la te r presented with sharp ra te  increases  when the  plant begins service .
At the  same  time , the  utility's  ability to mad<e  additiona l inves tments  is
cons tra ined by cash-flow limita tions  and the  recognition by inves tors  tha t
business  risk has  been increased by the  lower qua lity of ea rnings.
The  mos t importa nt is sue , howe ve r, is  the  implicit tre a tme nt of risk. If the
demand for e lectricity proves  to be  less  than forecast when the  plant was
begun, the  utility may be  required to bea r the  ca rrying cos ts  of the  excess
capacity until it becomes 'used and use ful.' To the  extent tha t this
ra ppe rs , utility de cis ion-ma king is  bia se d a ga ins t incurring ca pita l
cha rges  for cons truction of ba se -load plants  and towardfue l and
ope ra ting expenditure s  for cons truction of sma lle r but le ss  e fficient units ."
(Emphasis  added.)

While  this  quote  pe rta ins  to the  e le ctric indus try, it a ctua lly s umma rize s  Globa l Wa te r's

s itua tion ve ry we ll. Jus t a s  the  ca rrying cos ts  of excess  capacity can lead to a  bia s  aga ins t

base -load plants  in the  e lectric utility indus try, it a lso leads  to a  bia s  aga ins t ins ta lling plant

on a  re giona l ba s is  in  the  wa te r indus try. Whe n building pla nt on a  re giona l ba s is , a

s ignifica nt a mount of pla nt mus t be  ins ta lle d we ll be fore  re ve nue  is  ge ne ra te d by the  ne w
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customers associated with  th e pla nt. The ca rrying costs o f th a t pla nt a re thus

1 Attached a s  Exhibit Lile s -2
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unre cove ra ble . One  wa y to a void the s e  unre cove ra ble  ca rrying cos ts  is  to a ba ndon the

re giona l mode l a nd build pla nt in a  pie ce me a l fa s hion. But tha t fore goe s  the  re cognize d

benefits  of a  regiona lly integra ted sys tem tha t maximizes  conse rva tion.

4

5 Q. Has the Commission or commissions in other jurisdictions dealt with this issue of

6 unrecoverable carrying costs before?
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I do not be lieve  tha t the  specific issue  be ing discussed here  has  been addressed before . As

fa r a s  I know Globa l P a re n t is  the  firs t compa ny in  Arizona  to  commit to  bu ild ing

re giona lly inte gra te d wa te r a nd wa s te wa te r pla nt on the  s ca le  we  do. Othe r juris dictions

a re  for the  mos t pa rt not fa ce d with  the  type  of de ve lopme nt curre ntly unde r wa y in

Arizona . However, the  is sue  of ca rrying cos t recove ry more  gene ra lly has  been addressed

e xte ns ive ly. For ins ta nce , the  CBO re port cite d a bove  indica te s  tha t the  is s ue  ha s  long

been recognized in the  e lectric utility indus try. Also, I am aware  tha t the  Commiss ion does

a llow for the  recove ry of ca rrying cos ts  a ssocia ted with unrecove red fue l and/or purchased

powe r ba la nce s  for e le ctric a nd ga s  utilitie s  tha t ha ve  purcha se d powe r a nd/or purcha se d

fue l a djus tors . Ma ny othe r jurisdictions  ha ve  de a lt with the  is sue  of ca noing cos ts  a s  we ll.

Howe ve r, for the  mos t pa rt is s ue s  in  othe r s ta te s  ha ve  ce nte re d on how to  de a l with

ca rrying cos ts  a s socia te d with ongoing utility ope ra tions  not the  ins ta lla tion of ne w pla nt.

For ins ta nce , a ccording to the  Mis s ouri P ublic S e rvice  Commis s ion, "l4 s ta te s  norma lly

a llow some type  of carrying costs , but [the  costs] a re  looked a t on a  case-by-case  basis ."2

2 1

22 Q.

23

Given that large unrecoverable carrying costs are associated with building plant on a

regionally integrated basis, is Global Water proposing any extraordinary ratemaking

treatment at this time?24

25

26

27
2 Mis s ouri P ublic S e rvice  Commis s ion, "Accounting Authority Orde r S urve y Re s ults ", S lide  14,
Atta che d a s  Exhibit Lile s -3.
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A. No. We  be lie ve  the  ICFA mode l a ddre s s  the  is s ue  of ca rrying cos ts  without impa cting

utility cus tome rs .

VI. Example of carving costs

Q. Can you provide an example of how the ICFA fees compare with carrying costs?

A. Ye s . Exhibits  Lile s -4, Lile s -5, a nd Lile s -6 a re  hypothe tica l e xa mple s  ba se d upon the  te rns

of the  ICFA with CHI Cons truction for the  Le ge nds  ma s te r-pla nne d de ve lopme nt. The se

e xh ib its  a re  in te nde d  to  illu s tra te  the  a ccumula tion  o f ca rrying  cos ts . The y a re

spreadshee ts  used to ca lcula te  the  price  of the  ICFA. Unde r the  Le ge nds  ICFA, Globa l

P a re nt will ha ve  to inve s t initia lly a bout $40 million in ne w pla nt to s e rve  the  firs t portion

of the  de ve lopme nt. This  inve s tme nt mus t be  ma de  up-front, we ll be fore  cus tome rs  be gin

re ce iving s e rvice . In the s e  e xhibits , the  ca rrying cos ts  do not be gin to a ccumula te  until

co n s tru c tio n  is  co mp le te ,  s in ce  AFUDC ma y b e  a cc ru e d  wh ile  th e  p la n t is  u n d e r

cons truction.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

2 0

2 1

2 2

23

2 4

25

2 6

2 7

In Exhibit Lile s -4 a s sume s  the  use  of a n inte re s t ra te  of 5.25 pe rce nt (the  Fe de ra l Funds

Ra te  a s  of J uly 18, 2007) to ca lcula te  ca rrying cos ts . In this  e xa mple , Globa l P a re nt will

incur a bout $26.9 million in ca rrying cos ts  on this  $40 million inve s tme nt ove r the  te n

yea rs  until full build out for this  portion of the  deve lopment is  expected to occur. But unde r

this  ICFA, Globa l P a re nt will re ce ive  only a bout $5.7 million a fte r ta xe s  from ICFA fe e s

for die s  de ve lopme nt. Globa l P a re nt would ne e d to re ce ive  a pproxima te ly $16.1 million

(a fte r taxes) up front to recover these  ca rrying cos ts . The  5.25% Fed Funds  Ra te  is  entire ly

hypothe tica l - a ctua l ca pita l cos ts  for a ny utility will be  much highe r. Eve n us ing this

unrea lis tica lly low ra te , Globa l Pa rent's  ca rrying cos ts  a re  only pa rtia lly recove red.

Exhibit Lile s -5 use s  a s  its  hypothe tica l ca rrying cos ts  a  ra te  of 9.25 pe rce nt, which is  fa irly

re pre s e nta tive  of the  cos t of ca pita l findings  from pre vious  ACC de cis ions . In  th is

12



1

2

e xa mple  a ccumula te d ca rrying cos ts  ove r the  proje cte d te n-ye a r build out would incre a se

to $57.8 million, re quiring a lmos t $23.9 million dolla rs  (a fte r ta xe s ) up front to offse t the se

cos ts . Aga in, ICFA fee s  fa ll fa r short of the se  ca rrying cos ts .

Exhibit Lile s -6 de mons tra te s  the  cos ts  a s s ocia te d with a  cons truction loa n cos t of de bt

e q u a l to  1 5 .0 0  p e rce n t.  G lo b a l P a re n t ta ke s  la rg e  ris ks  in  b u ild in g  p la n t b e fo re

de ve lopme nt occurs , s o a  cons truction loa n ra te  is  a  re a s ona ble  proxy. Exhibit Lile s -6

shows  tha t ca rrying cos ts  would a ccumula te  to $124 million, re quiring ove r $30.8 million

(a fte r ta xe s ) upfront to offs e t ca rrying cos ts . But Globa l P a re nt e xpe cts  only a bout $5.7

million a fte r ta xe s  from ICFA fe e s  for this  de ve lopme nt. Thus , the  fe e s  colle cte d through

the  ICFAs  a re  re a lly more  a  me a ns  to pa rtia lly offse t the  ca rrying cos ts  of Globa l Pa re nt's

inves tment than a  means  to fully recover them.

VII. Regula torv Accounting Is s ues .

Q. Are  the  ICFA fees  d iffe ren t from hook up  fee s ?

3

4

5

6

7

8

9

10

11
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16

17

18
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20

21

22

23

24

25

26

27

Yes . Hook up fee s  provide  tha t deve lope rs  (or end use  cus tomers ) contribute  to the  wa te r

or wa s te wa te r u tility. Hook up  fe e s  a re  s pe cifica lly de s igne d to  cove r a ctua l p la nt

inve s tme nt. The  ICFA fe e s , howe ve r, a re  not cove ring a ctua l pla nt inve s tme nt. Globa l

Parent makes  tha t inves tment. The  ca rrying cos ts  a re  the  items the  ICFA fees  cover. Going

ba ck to the  e xa mple  shown on Exhibit Lile s -4, if a  hook-up fe e  wa s  de s igne d to fund this

pla nt inve s tme nt, it would ha ve  to be  de s igne d to colle ct a bout $40 million to pa y for the

ne ce s s a ry pla nt for the  firs t portion of the  de ve lopme nt. In contra s t, the  tota l ICFA fe e s

will only be  a bout $5.7 million (a fte r ta xe s ). Anothe r ke y diffe re nce  is  tha t hook-up fe e s

a re  typica lly not ta xa ble  income  for wa te r or wa s te wa te r utilitie s .

P a re nt pa ys  ta xe s  on the  ICFA fe e s . A fina l ke y diffe re nce  is  tha t hook-up 'fe e s  a re

In contra s t, Globa l

A.

13



Q.

A.

ma nda tory fe e s  pa id to the  re gula te d utility. In contra s t, ICFAs  a re  pure ly volunta ry, a nd

the  ICFA fee s  a re  not pa id to the  utility.

How do  ICFA fe e s  c ompa re  to  a dva nc e s  o r c on tribu tions  (AIAC o r CIAC)?

The  pe r EDU fees  conta ined in ICFAs a re  intended to cove r a  portion of the  ca rrying cos ts

of plant inves tments  not the  actua l plant inves tment itse lf. Advances  and contributions  a re

de s igne d to cove r the  a ctua l pla nt inve s tme nt itse lf. Also, Globa l Pa re nt pa ys  a  s ignifica nt

a mount of ta x on the  pe r EDU fe e s  colle cte d through die  ICFAs . Wa te r a nd wa s te wa te r

ma in  e xte ns ion  a gre e me nts  tha t cre a te  AIAC a nd CIAC typica lly include

provis ions  tha t a pply s hould thos e  fe e s  be  found to be  ta xa ble . In contra s t, ICFA fe e s

cannot be  grossed-up.

"gros s -up"

Q- Do ICFA fees meet the definition of advances or contributions?

No. The  ICFA fe e s  do  not fit the  de fin ition  of wha t is  a n  a dva nce  or contribution  for

ra te ma ldng purpos e s . The  Commis s ion's  rule s  (a t A.A.C. R14-2-401) de fine  "Adva nce s

In Aid of Cons truction" a s  "Funds  provide d to the  utility by the  a pplica nt unde r the  te rms

of a  ma in e xte ns ion a gre e me nt the  va lue  of which ma y be  re funda ble ." Tha t rule  de fine s

"Contributions  in Aid of Cons truction" a s  "Funds  provide d to the  utility by the  a pplica nt

under the  te rms of a  ma in extens ion agreement and/or se rvice  connection ta riff the  va lue  of

which a re  not re funda ble ." The  sa me  rule  de fine s  "a pplica nt" a s  "A pe rson re que s ting the

utility to supply wa te r se rvice ." The  ICFA fe e s  a re  not re funda ble  so the y ce rta inly ca nnot

be  cons ide re d to be  a dva nce s . The  ICFA fe e s  do not fit the  de finition of a dva nce s  or

contributions  be ca use  the y a re  not provide d to the  utility a nd the y a re  not provide d unde r

the  te rms of a  main extension agreement or se rvice  connection ta riff.

1

2

3

4

5

6

7

8

9
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11
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26

27

Q. What effect does the ICFA method of financing plant have on utilities' balance sheets

(compared to traditional advances or contributions in aid of construction)?

A.
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A. The  lCFAs do not have  any direct impact on the  utilitie s ' ba lance  shee ts . The  funds

received through the ICFAs are revenues for Global Parent that help offset some of the

carrying costs  of plant construction, or acquis ition payments  for the  purchase  of other

utilities. Because of this, Global Parent is able to continue investing equity in plant which

implements the triad of conservation for its subsidiary utilities, strengthening their balance

sheets. Contrarily, AIAC and CIAC are investments in plant made by the developers, and

over reliance on them can result in the weakening of a utility's balance sheet.

Q. But don't contributions and advances keep rates low by reducing rate base?

Yes. In moderation, advances and contributions are an important part of a utility's capital

structure. Santa Cruz and Palo Verde have over $24 million in advances. These advances

re s ult from tra ditiona l ma in e xte ns ion a gre e me nts  for "on-s ite " fa cilitie s  within a

development. So, we are not arguing that utilities should not have some contributions and

advances. But excessive contributions and advances can result in an unbalanced capital

structure. The result is a financially weak utility - which can imperil service to customers.

In S ta ff re comme nde d in its  Ge ne ric Fina ncing Re port tha t a dva nce s  a nd

contributions be limited to 30% of total capitaLs

fa c t,

Q . Do you agree with Staff's case-by-case approach to evaluating ICFAs?

A. Yes. Staff summarizes its conclusion regarding ICFAs as follows:

1
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With re spect to the  appropria te  regula tory trea tment of the  non-traditiona l
funding mechanisms, S ta ff encourages  the  deve lopment of policies  tha t
will facilita te  e ithe r regula ted or non~regula ted entitie s  to seek regiona l
solutions  to Arizona 's  wa te r and was tewa te r infra s tructure  deve lopment.
S ta ff concludes  tha t ICFA type  a rrangements  can provide  appropria te
long-te rm solutions  which promote  conse rva tion of wa te r supplie s  and
e fficient was tewa te r utiliza tion. If such cos ts  a re  incurred a t the  pa rent
leve l and subsequently contributed to the  regula ted utility, the  cos t of such
contributed capita l should be  determined on a  case  by case  basis .

3 S ta ff Re port is s ue d Octobe r 6, 2006 in Docke t No. W-00000C-06-0149 (a tta che d a s  Exhibit
Lile s -7)

A.
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Howe ve r, based on the  scenarios  conta ined in this  report, S ta ff would
recommend that these  costs  be  tree}ed as advances or contributions instead
of equity for ra temaking purposes . (Emphas is  added.)

It a ppe a rs  from this  quote  tha t S ta ff is  la rge ly in a gre e me nt with Globa l Wa te r re ga rding

ma ny is s ue s  s uch a s  the  ne e d for re giona l s olutions , wa te r cons e rva tion, a nd re cla ime d

wa te r use . S ta ff a lso a cknowle dge s  tha t ICFAs  a re  a n a ppropria te  me a ns  to fa cilita te  the

de ve lopme nt of wa te r a nd wa s te wa te r pla nt tha t e ffe ctive ly a ddre sse s  the se  is sue s . With

re spect to the  ra temaking trea tment of ICFA fee s , we  agree  with S ta ff tha t a  ca se  by ca se

basis  approach is  appropria te .

Q. Do you  d is a gre e  with  pa rt o f S ta ffs  Ge ne ric  Fina nc ing  Re port?

A. Ye s . S ta ff supplie d a n e xa mple  tha t it purports  to be  "s imila r to ICFA/MOU me thod use d

by Globa l" (Sce na rio 3 of the  S ta ff Re port) a nd re a che d a  te nta tive  conclus ion dra t unde r

tha t example  the  fee s  should be  tre a ted a s  advances  or contributions . I disagree  because

S ta ff's  S ce na rio 3 doe s  not a ccura te ly portra y the  na ture  of ICFAs . S pe cifica lly, S ta ff

describes  Scenario 3 as  follows:

A deve lope r or a  Municipa l Government pays  a  fee  for se rvices  provided
by a  non-regula ted pa rent company for se rvice s  typica lly cove red by 'off-
s ite  Hook-up Fees ' collected by regula ted wa te r and wastewate r utilitie s .5
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It is simply not the case that the ICFA fees are intended to cover costs typically covered by

"off-site Hook-up Fees." Staff describes Hook-up Fee Tariffs as "intended to recover

back-bone plant costs."6 As discussed above, ICFA fees are not intended to recover back-

bone plant costs.

4 Staff Report a t page  7.
5 Staff Report a t page 5.
6 Ibid.
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1

2

3

4

ICFA fe e s  a re  inte nde d to cove r a  portion of the  ca rrying cos ts  a s s ocia te d with pla nt

in ve s tme n ts  ma d e  p rio r to  th e  fu ll b u ild  o u t o f d e ve lo p me n ts ,  o r,  in  th e  c a s e  o f

a cquis itions , ICFA fe e s  a re  inte nde d to a s s is t with the  pre mium ove r ra te ba se  tha t Globa l

Pa rent (by necess ity) incurs . S ta ffs  example  conta ins  no cons ide ra tion for ca rrying cos ts

or of a cquis ition  pre miums . The s e  ca rrying cos ts  a nd a cquis ition pre miums  a re  not

typica lly re cove ra ble  through utility ra te s  a nd we  do not inte nd to s e e k re cove ry of the se

cos ts  through utility ra te s . Howeve r, the se  a re  rea l e conomic cos ts  born by Globa l Pa rent.

As  s ta ted above , in othe r contexts , the  Commiss ion and othe r jurisdictions  have  recognized

the  e conomic s ignifica nce  of ca rrying cos ts . De ve loping infra s tructure  on a  re giona l ba s is

ve rsus  on a  loca l ba s is  te nds  to s ignifica ntly incre a se  ca n'ying cos ts . In orde r to continue

its  bus ine ss  mode l of ins ta lling pla nt on a  re giona l ba s is , a nd consolida ting sma ll utilitie s ,

Globa l P a re nt ne e ds  some  me thod of a ddre ss ing ca rrying cos ts  a nd a cquis ition pre mium

cos ts . ICFAs  a llow Globa l Pa re nt to a ddre ss  the se  cos ts  without impa cting the  ra te s  of its

utility subs idia rie s ' cus tome rs .

S ta ff is  ve ry cle a r tha t its  re comme nda tion tha t ICFA fe e s  be  tre a te d a s  a dva nce s  or

contributions  is  only va lid give n the  a s s umptions  conta ine d in its  S ce na rio 3 e xa mple .

S ta ffs  S ce na rio 3 e xa mple  provide s  no cons ide ra tion of ca rrying cos ts  or a cquis ition

pre miums . The re fore , S ta ffs  S ce na rio 3 doe s  not a ccura te ly de s cribe  ICFA fe e s . I

continue  to agree  wholehea rtedly with S ta ff that a  "case  by case  approach" is  appropria te .7

Q- How should the fees collected under the ICFAs be treated for ratemaking purposes?
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A. ICFA fe e s  should be  giving the  following ra te ma king tre a tme nt: (1) ICFA fe e s  should not

be  pre s ume d to be  a dva nce s  or contributions , (2) The  ra te ma king tre a tme nt of fe e s

colle cte d through s pe cific lCFAs  s hould be  de te rmine d on a  ca s e  by ca s e  ba s is  a s  the

7 This  a pproa ch comports  with the  findings  of the  Mis s ouri P S C, tha t the  14 s ta te s  a ddre s s ing
carrying costs , do so on a  "case  by case  basis".
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Globa l Utilitie s  come  in for ra te  ca s e s ; a nd (3) In future  ra te  ca s e s  whe re  ICFA fe e s  a re

be ing cons ide re d, s pe cific cons ide ra tion s hould be  give n to the  cos ts  the  ICFA fe e s  a re

intended to cove r (portions  of ca rrying cos ts  and/or acquis ition premiums.)

The  Commiss ion should find in this  proceeding tha t ICFA fee s  should not be  pre sumed to

be  contributions  or a dva nce s . Ra the r, the  is sue  should be  de te rmine d on a  ca se  by ca se

ba s is  in a ccorda nce  with the  prima ry re comme nda tion of the  S ta ff Re port. S pe cifica lly,

the  ra te ma king  tre a tme nt fo r ICFA fe e s  s hould  be  de te rmine d  th rough  a  ra te  ca s e

proce e ding whe re  ca rrying cos ts  a nd a cquis ition pre miums  ca n be  compa re d with funds

re ce ive d by Globa l P a re nt through ICFAs . During a  ra te  ca s e , Globa l Wa te r will provide

specific informa tion to the  Commiss ion upon reques t rega rding the  specific funds  collected

through spe cific ICFAs . In pa rticula r the  Commiss ion will be  a ble  to compa re  a ctua l funds

colle cte d through ICFAs  to a ctua l ca rrying cos ts  a nd/or a ctua l pre miums  pa id a bove  ra te

ba s e  in  the  ca s e  of a n  a cquire d  utility. Add itiona lly,  the  a c tua l ta xe s  pa id  on  fid s

colle cte d through ICFAs  will be  a va ila ble  for the  Commiss ion's  cons ide ra tion.

In Exhibits  Lile s -4, -5, a nd -6, we  showe d tha t the  ca rrying cos ts  a s socia te d with ins ta lling

pla nt ca n fa r e xce e d funds  colle cte d through ICFAs . In s uch ca s e s  we  be lie ve  tha t a ny

ra te ma king tre a tme nt of ICFA fe e s  is  unwa rra nte d. Howe ve r, we  a cknowle dge  tha t the re

ma y be  ca s e s  whe re  the  ICFA fe e s  e xce e d the  ca rrying cos ts  (for ins ta nce , if build out

occurs  fa s te r tha n a nticipa te d). In such ca se s  it ma y be  wa rra nte d to cre dit the  e xce ss  of

ICFA fe e s  ove r ca rrying cos ts  to ra te pa ye rs  in some  fa shion (such a s  a  re duction in ra te

base ) a fte r accounting for tax a ffects .

Q. Does this conclude your Testimony?

23

24

25

26

27

A. Ye s .
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On page 57i Chapter N, the third sentence of the concluding paragraph
should read:

While current practices probably will not result in widespread-
electricity shortages, the nation's electricity supply could be-
come less cost-effective if regulatory incentives continue to bias
utilities away from capital investments regardless of their tech-
nieal or economic merit.
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1984 dolla rs .

Because of the normal delays in reporting and obtain-
ing financial data, the financial conditions of utilities
described in this report refer to events through June
1985 and, unless otherwise noted, do not take into
account the influence of subsequent events.



P REFACE

For many investor-owned utility companies, the past five years have been
marked by substantial financial woes. Liquidity problems arose, in part,
from overanticipated growth in electricity demand, construction costs of
additional power capacity, and a set of economic and regulatory conditions
that substantially raised the cost of obtaining capital for some firms. To-
day, the overall financial condition of the industry is much improved, al-
though a number of firms still remain under financial stress as they attempt
to recover the large costs of recently completed or cancelled power plants
in the wake of modest demand growth.

Two concerns have arisen because of the financial problems recently
experienced by the industry. First, is electricity supply threatened by the
temporary liquidity problems of some companies? Second, will the regula-
tory environment encourage cost-efflective investments for meeting future
demand or merely promote expensive, expedient solutions for meeting po-
tential supply shortfalls? This study, prepared at the request of the Senate
Committee on Energy and Natural Resources, explores these issues and fo-
cuses on the problems now confronting the industry and those affecting fu-
ture electricity supplies. In addition, the study considers what actions the
federal government might take to resolve current financial difficulties and
potential long-term concerns, as well as examining the role now being
played by state regulatory commissions, state governments, utility
investors, and electricity consumers. In keeping with the mandate of the
Congressional Budget Office (CBO) to provide objective analysis, the report
makes no recommendations.

Dan Carol and Thomas Lutton of CBO's Natural Resources and Com-
merce Division prepared the report under the supervision of David L.
Bodde, Everett M. Ehrlich, and John Thomasin. Susan Punnett and Robert
Horney provided valuable computational and research assistance. The
authors would like to thank members of the Edison Electric Institute and
Environmental Action for their generous assistance. The authors also ap-
preciate the comments and suggestions of Richard Bauer, Peter Blair, Paul
Joskow, and David Lantz. Patricia H. Johnston edited the report. Patricia
Joy typed the many drafts and prepared the report for publication.

Rudolph G. Penned
Director

March 1986
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SUMMARY

Two concerns dominate public policy discussions of the electric utility in-
dustry. The first is the disparate financial condition of the nation's electric
utilities and whether financially weak firms present a threat to the nation's
electricity supply. Most of the industry now has recovered from its acute
financial distress of the 1970s and early 1980s, but the circumstances of indi-
vidual utilities differ markedly. A number of companies still suffer serious
financial stress, and a few may be candidates for bankruptcy. While the
economic consequences of this financial weakness are speculative, the pos-
sibility of electricity supply disruptions is unlikely.

The second concern is the current regulatory system governing elec-
tric utilities and how that system may affect electricity supply in the long
term. Again, the central issue is not whether supplies are threatened, but
rather how to ensure that regulations promote the most cost-effective mix
of generation and transmission capacity. Inappropriate regulations will
probably not prevent the construction of new power sources, but they could
lead to generation and distribution systems that are not well-matched to
their task.

CURRENT FINANCIAL CONDITIONS

Most investor-owned utilities are in better financial condition today than at
any other time in recent years. Industry-wide liquidity, measured by the
ratio of cash flow to dividend payments, stood at 2.7 in 1984, well above the
2.0 ratio usually considered a prudent minimum. The financial recovery of
the industry has been reflected in its common stock: by the end of May
1985, the market-to-book ratio (the market value of common stock divided
by the depreciated book value of the utility's assets) for the industry as a
whole was 108 percent, a marked contrast to the 73 percent of 1980.

The current health of the industry was restored by a reversal of many
factors that led utilities into decline in the 1970s. The economic recovery
has contributed to a revival in the demand for electricity. Many utilities
have finished the extensive and expensive construction programs undertaken
during the 1970s. Other utilities have cancelled plants that had become too
costly or that would have led to excessive reserve margins; and fuel prices
and interest rates have declined.

i f
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Despite these overall improved circumstances, the financial condition
of several companies remains poor. During 1984, 15 of the 100 largest
investor-owned utilities had cash-flow coverage of 1.5 or less. The common
equity of eight utilities was valued by the market at less than 75 percent of
book value. Excess electricity capacity in some areas may exacerbate these
problems for some firms. In general, financially stressed companies are still
trying to finish large construction programs, which, when completed, will
yield reserve margins well above those needed for assured supply. At the
same time, demand growth over the next decade is forecast to be well below
past industry averages. Thus, growth in demand will not quickly absorb the
excess capacity.

The recent construction programs have also been quite expensive, with
capacity additions costing 6 to 8 times more than originally projected.
Some of the excess costs can be traced to unanticipated demand changes,
some to overambitious construction programs, some to changes in nuclear
program licensing, and some to the high cost of obtaining capital during the
late 1970s and early 1980s. Most of this cost has not been recovered from
ratepayers, and its treatment is the central near-term issue for electric
utilities and their regulators.

THE NEAR-TERM ISSUE: ALLOCATING THE COSTS OF
RECENT CONSTRUCTION

In nearly all circumstances, state regulatory commissions allocate the risks
and rewards of utility investment among ratepayers and stockholders. These
regulators judge whether the construction expenditures were prudently in-
curred by the utility, and whether the completed plant is needed to meet
current demand. For either reason, the commissions can decide to exclude
from the rate base some or all of the cost of a completed plant. Because of
the magnitude of recent construction costs, such regulatory decisions are
difficult for commissions to make and for financially stressed utilities to
bear.

If regulators allowed full and immediate recovery of all construction
costs incurred by the most distressed utilities, the first-year electricity
price increases in their service areas could range from 15percent to 70per-
cent. Such increases would lower the demand for electricity at a time of
excess supply and could depress economic activity in the affected
regions. Conversely, state regulators could withhold recovery of a large
portion of current construction costs on the basis that they were imprudent,
incurred for unneeded facilities, or both. If utilities were denied full or
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partial cost recovery of new plants, distressed firms might lack the financial
f lexibility to carry the unrecovered investment, and several have stated
such action would force bankruptcy. But even in the improbable event of
bankruptcy, it is unlikely that electricity service would be interrupted since
supplies in most areas are adequate and bankrupt firms can still be required
to operate.

In short, financially troubled utilities and their regulators face a two-
fold problem. The rapid cost recovery that would relieve a utility's financial
stress would also increase electricity prices sharply, thereby depressing the
demand for electricity in the service area and, perhaps, leading to further
rate increases as fixed costs were spread over a smaller sales base. But
postponing recovery of a large portion of burdensome construction costs (or
excluding them entirely) could leave a utility in financial peril while sending
incorrect signals to the marketplace about the cost of supplying power.

The available evidence suggests that, in most cases, construction costs
will be divided between ratepayers and their utilities in such a way as to
avoid bankruptcy but to prolong the weakened financial conditions of dis-
tressed utilities. The actual supply of electricity may not be threatened by
such an outcome, but the nature of future utility investment may be.

P ROMOTING LONG-TERM EFFICIENT INVES TMENTS

The long-term concern about the utility industry sometimes focuses on po-
tential shortfalls in electricity supply. It is misleading, however, to AMer
future shortages simply by comparing capacity now in place with projected
future demand under various growth scenarios. To be sure, any growth in
demand will eventually require additional generating capacity. But state
regulators most probably will never foster a climate in which utilities can-
not either build their own generating capacity or purchase electricity from a
neighboring system. The real issue is whether current ratemaking prac-
tices will encourage the most economic investment decisions to provide
cost-effective and efficient electricity supplies in the long run.

Demand Forecasts and Investment Planning

For the nation as a whole, reserve margins are now about 34 percent and
should remain at this level for the next few years, as plants now under
construction are brought into service. But utilities must plan their invest;-
ments around demand forecasts that are projected 10 or more years into the

.. 1132 |
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future. These forecasts suggest nationwide demand growth ranging from 1
percent to 4 percent, and individual utilities may experience even greater
variation. Power purchased from neighboring systems or cogenerators ll
together with load management, can provide some flexibility by postponing
the need to build new generating capacity. But as these options provide
diminishing returns, utility managers must choose between two possible
courses of action: (1) to meet expected demand growth by beginning power
plant construction well in advance of the anticipated need and chance over-
building; or (2) to defer such additions until demand growth can be more
clearly seen and risk shortfalls in caseload capacity.

Either choice could risk economic losses--from excess capacity in the
first case, or from inefficient capacity in the second. A decision to build
new capacity to meet projected demand requires a major commitment of
capital beginning many years before the plant enters service. If the demand
forecast was accurate, a large, efficient plant could provide the electricity
at a lower cost than any other alternative. But if actual demand was less
than anticipated, costs of the underused investment would create economic
losses. For example, the carrying charges for a $1 billion investment would
be $100 million per year at a 10 percent interest rate.

On the other hand, a decision to postpone construction could risk hav-
ing to meet higher than expected demand with units not well-suited for
caseload service. These units are less capital intensive than caseload plants
and can be brought on line more quickly, thus reducing the financial expo-
sure of the utility. But in providing caseload service, their advantages are
offset by significantly higher operating and fuel costs.

Estimates suggest that the potential nationwide costs of building ex-
cess capacity in the face of low demand are in the $40 billion to $50 billion
range, while the costs of meeting unanticipated high electricity demand
with inefficient generating units are $30 billion to $40 billion (in discounted
1984 dollars). Falling prices for oil and, hence, all fossil fuels could signifi-
cantly reduce the penalties of inefficiency. Further, new generating tech-
nologies may eventually reduce capital as well as fuel costs by allowing
utilities to meet smaller increments of load with smaller, but highly effi-

1 . Cogeneration refers to the sale of excess power generated by a privately or commercially
owned company to a regulated utility. For example, a business that produces electricity
for plant operations (such as a pulp and paper mill) could act as a cogenerator, and sell
its excess power to the utility in its service area. This excess power would then enter
the utility's "grid," becoming part of its total electricity supply.
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sent, modular plants. The widespread deployment of such technologies be-
fore the year 2000 is questionable, however, and the traditional generating
options and their variations are likely to remain the principal choice of the
utility industry in the 1990s.

Thus, investment decisions in the electric utility industry will continue
to require a balancing of risks. The task of regulation is to allow utility
managers to make such choices on their economic and technical merits
without regulatory bias either for or against new construction. In many
cases, current practice falls short of that ideal.

Regulation and Investment Decisions

Ratemaking can influence a utility's decision to invest by making the recov-
ery of construction costs more uncertain than the recovery of fuel and other
operating costs. Charges for construction work in progress are often held in
a separate account rather than immediately entered into the rate base and
reflected in the price of electricity. Only when the plant is placed in ser-
vice is the accumulated amount, together with a return earned on it,
entered into the rate base for recovery of the investment.

This practice can lead to several difficulties. Electricity consumers
are first shielded from one price effect of their consumption--the need for
new capacity--but later presented with sharp rate increases when the plant
begins service. At the same time, the utility's ability to make additional
investments is constrained by cash-flow limitations and the recognition by
investors that business risk has been increased by the lower quality of earn-
ings.

The most important issue, however, is the implicit treatment of risk.
If the demand for electricity proves to be less than forecast when the plant
was begun, the utility may be required to bear the carrying costs of the
excess capacity until it becomes "used and useful." By contrast, commis-
sions tend to allow the costs of less efficient generation to be more easily
and quickly recovered through operating and fuel-adjustment clauses that
provide swift rate relief. To the extent that this happens, utility decision-
making is biased against incurring capital charges for construction of base-
load plants and toward fuel and operating expenditures for construction of
smaller but less efficient units. This could lead to a stock of generating
equipment less suited to its task than would result if investments had been
made under a more balanced regulatory treatment frisk.

1' __ ....1
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THE FEDERAL ROLE

Traditionally, the major responsibilities for providing electricity have been
left to utility companies and their state regulators. The available evidence
suggests that, in most cases, these institutions are well-equipped to recon-
cile the current cash-fllow needs of the financially stressed utilities with the
price increases imposed on ratepayers. Sales of electricity among utility
systems have increased markedly, thus helping to balance overcapacity in
one area with the demand for economic generation in another. Incipient
mergers may strengthen the financial resources of some utility systems.
The federal tax code now helps to reduce the financial losses of utilities and
their stockholders through provisions that allow such losses to be deducted
from income. Further federal aid--through either direct assistance or new
tax expenditures--would be inconsistent with the intent of both the Balanced
Budget and Emergency Deficit Control Act of 1985 and the tax reform
legislation now under consideration in the Congress. Thus, the case for
special federal intervention to alleviate the short-term financial distress of
some utilities is not compelling. For the long run, however, the Congress
might wish to consider ways to improve competition and investment effici-
ency in the utility industry. Several options are discussed below.

Fe de ra l Guide line s

One approach would establish federal guidelines for state regulation. These
could be similar in concept to the standards that the Public Utility Regula-
tory Policies Act of 1978 requires states to consider, but not adopt. The
guidelines could suggest that, in order to foster cost-effective investment,
the state commissions should provide more balanced treatment of the risks
entailed in constructing excess capacity and less efficient generation.

For example, state regulatory commissions could consider better ways
to share the responsibility for predicting demand. States could approve (or
disapprove, as appropriate) plant costs at several stages in the construction
process. This staged review would lower investment risk by guaranteeing
eventual cost recovery of the approved portion of the project, even if these
costs were not immediately included in the rate base. It would call atten-
tion to changes in demand growth, thereby enabling the utility either to
abandon construction or to mothball the plant for future use if conditions
warranted. The State of Indiana has taken this approach in a law enacted in
April 1985. Alternatively, some portion of prudently incurred construction
costs could be included in the rate base before the plant entered service.
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Other guidelines might allow utilities a higher rate of return on cost-
effective investments. When new capacity resulted in net "avoided costs,"
some portion of the savings could be reflected in utility earnings, thus giving
these companies a direct financial stake in providing the least costly gener-
ation. This approach might better balance risk and reward in states seeking
ways to give their utilities greater responsibility for the economic outcome
of investment decisions. Finally, fuel-adjustment clauses could be amended
to encourage fuel-switching investments when appropriate.

On the other hand, the federal government has had little influence on
state ratemaking in the past, and it is uncertain how much real force volun-
tary guidelines could have. Further, even voluntary guidelines could be seen
as a federal intrusion into the traditional prerogatives of state regulation,
and thus encounter resistance regardless of their economic merit.

Fue l Use  Re s trictions

The Fuel Use Act, as amended, generally prohibits the construction of new
generating stations fueled by oil or natural gas. The deregulation of oil and
gas markets, together with the recent dramatic decline in the price of these
fuels, suggests that these prohibitions be reconsidered. The removal of the
gas restriction would yield environmental benefits, stimulate interfuel com-
petition, and encourage utility investments based on the economics of elec-
tricity production. Removing the oil restriction as well would further in-
crease interfuel competition, but would also render utilities and their cus-
tomers more vulnerable to any future disruptions in oil supplies.

Additiona l Options

Several other options could also be considered. Removing the restrictions of
the Public Utility Company Holding Company Act could strengthen the in-
dustry financially by facilitating mergers and allowing utility companies to
diversify into other businesses. This would risk, however, diverting capital
from the electric industry to other businesses and reducing the effectiveness
of state regulation.

Second, the Public Utilities Regulatory Policies Act could be revised
to permit utilities to own a majority interest in qualifying cogeneration
facilities. This could both reduce the planning uncertainties faced by the
industry and lower rates paid by consumers, as the utilities and their cus-
tomers shared the economic benefits that now flow to the cogenerators.
This could, however, reduce the benefits derived from nonutility businesses

WEIR
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competing to supply electricity. Finally,
of wholesale electricity could be improved.
Commission is now reviewing its regulation
wholesale markets. Congressional inquiry
review.

the  ince ntive s  for e conomic s a le s
The Fede ra l Ene rgy Re gula tory

n  o f e le c tric  u tilitie s  tha t s e ll in
mig h t a wa it th e  re s u lts  o f th is

CONCLUS ION

In summary, the electric utility industry is in better financial condition to~
day than at any time since the early 1970s. Its near-term problem~~the
severe financial stress of a few utilities--is not likely to disrupt the supply
of electricity , and there seems to be little reason for federal intervention.

According to growing evidence, the utility industry is responding to an
increasingly risky business environment by adopting strategies that empha-
size flexibility and limit capital exposure. This response is unlikely to lead
to widespread physical shortages of electricity. But, because rate regula-
tion makes the recovery of capital costs more uncertain than the recovery
of fuel and operating costs, regulations could bias utility investments toward
less cost-effective equipment. The long-term issue, therefore, is to pro-
vide regulatory incentives for utilities to use the mix of fuel and capital
equipment that will produce the most efficient generation of electricity.



CHAPTER I

INTRODUCTION

The financial difficulties experienced by some of the nation's investor-
owned electric utilities have attracted widespread attention over the past
two years. 11 This attention is motivated by two key concerns: the alloca-
tion of financial losses among the parties at risk and the integrity of long-
term electricity supplies.

The first concern pertains to the allocation of costs incurred by a
group of utilities that undertook large programs to construct power plants in
the late 1960s and 1970s. Some plants are being completed significantly
above planned cost; others could not be completed at all; and in yet other
cases, the electricity from the completed plants is not needed to meet cur-
rent demand and hence produces no income. In all cases, state regulatory
commissions have been required to allocate the costs of these plants among
the various parties at risk: ratepayers in the utilities' service areas; the
companies' stockholders; the companies' creditors; and, to a lesser extent,
the taxpayers. In most instances, regulators have sought to shield rate-
payers from full price effects of the new investments, severely constraining
the cash flow of the affected utilities. Because of this financial distress,
some observers have questioned whether these utilities can meet their cur-
rent financial obligations and whether the industry at large will be able to
undertake new investments in the future.

Potential constraints on new investment is central to the second con-
cern--long-term electricity supply. Most analysts agree that widespread
shortages of electricity are unlikely. But many observe that uncertainty
about the regulatory treatment of capital investment, added to the more
customary uncertainties of electricity demand and plant cost, encourages
utilities to minimize their financial exposure--that is, the amount of funds

1 . Publicly owned or publicly financed electric enterprises have alsohad financial problems,
but these events - -such as the $2.5 billion bond default by the Washington Public Power
Supply System in 1983 or the May 1985 bankruptcy filing by the Wabash Valley Electric
Cooperative--are not directly addressed in this paper. Unless otherwise differentiated,
the term electric utility as used in this paper refers only to investor-owned, or private,
util it ies.
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committed to new plant and equipment in hopes of earning future returns.
While some financial restraint is a rational response to currently uncertain
market conditions, many utilities now seek to defer investment as a matter
of policy.

For the immediate future, this policy is unlikely to affect electricity
supplies because new capacity is not generally needed. When additions in
capacity are eventually needed, however, this perceived market risk--if it is
sustained by continued regulatory uncertainty--may lead utilities toward in-
vestments that require less capital and shorter construction time, but that
produce costlier electricity. Thus, the long-term issue is whether the pres-
ent regulatory climate provides incentives that lead to the most economic
mix of fuels, generating equipment, and transmission capabilities.

CAUS ES  OF THE CURRENT FINANCIAL DIFFICULTIES

Although causes vary by company, the roots of the current financial prob-
lems of the troubled utilities can be traced to ambitious construction pro-
grams initiated in the late 1960s and 1970s under assumptions of high growth
in electricity demand and high oil prices. These expectations proved incor-
rect. Overall demand rose only 2.5 percent annually from 1970 to 1983 in
contrast with the 7 percent annual growth experienced from 1930 to 1970,
thus removing the imperative for new power plants to provide expanded
service. At the same time, declining oil prices and rising construction
costs- -the latter resulting from increases in inflation, interest rates, labor
costs, and construction lead times--substantially weakened the incentives to
substitute new plants for old. Utilities that cancelled new plants or com-
pleted their building programs before 1982 have generally fared well fi-
nancially. But firms still engaged in expensive new plant construction have
experienced significant cash-flow shortages. Several firms have had to omit
or substantially reduce common stock dividends to sustain operations.

Regulation also played an important part in creating these financial
conditions. Health, safety, and environmental requirements sometimes led
to costly "backfitting" and construction delays. Equally important, state
utility commissions--which set the allowed rates utilities can charge their
in-state customers--often did not permit utilities to recover construction
costs until a plant was fully "used and useful." Firms often had to borrow
substantial funds at high interest rates to sustain construction. Even today,
state regulatory decisions barring recovery of investments deemed "impru-
dent"--as defined by utility rate procedures--continue to cloud some firms'
chances of recovering the costs of nearly completed power plants.

1
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THE FEDERAL ROLE IN THE S EARCH FOR S OLUTIONS

The federal government has only a small role in allocating the large costs
arising from the utility construction campaigns of the 1970s. Ratemaking
has traditionally been a state prerogative, in which the costs and benefits of
electric utility investments are apportioned between the utility's investors
and its customers. Federal actions might be appropriate, however, in ad-
dressing longer-term concerns about risk, uncertainty, and investment inef-
ficiency in the utility industry. In part, this is because the federal role in
utility ratemaking has increased as more electricity is traded across state
boundaries. The portion of electricity sales subject to regulation by the
Federal Energy Regulatory Commission (FERC) has increased from about 5
percent in the 1970s to about 29 percent in 1984. Federal authority is
likely to grow further to the extent that utilities meet new demand with
power purchased from neighboring utilities rather than their own invest-
ments in new power plants.

In addition, the federal government is directly involved in the choice
of fuel and generating technology. The Powerplant and Industrial Fuel Use
Act of 1978, as amended, prohibits the construction of new, large power
plants that burn natural gas. The Public Utility Regulatory Policy Act of
1978, as amended, provides incentives for industrial cogeneration to supple-
ment or even displace power plants owned by electric utility companies.2/
Finally, the Public Utility Holding Company Act of 1935, as amended, has
been instrumental in shaping the structure of the industry. Thus, the federal
government is already heavily involved in shaping long-run incentives for
investment efficiency.

For both the short-term problem of cost allocation and the long-term
one of investment efficiency, this study examines the following questions:

o Wha t a re  the  common ca us e s  for utilitie s ' fina ncia l s tre s s . a nd do
s uffic ie n t s imila ritie s  e xis t a cros s  u tilitie s  to  a llow a  ge ne ric  s o-
lution to the  proble m?

2. Cogeneration refers to the sale of excess power generated by a privately or commercially
owned company to a regulated utility. For example, a business that produces electricity
for plant operations (such as a pulp and paper mill) could act as a cogenerator, find sell
its excess power to the utility in its service area. This excess power would then enter
the utility's "grid," becoming part of its total electricity supply.

-ii'*"
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o What options are available to utilities, state regulatory commis-
sions, and the state and federal governments to relieve financial
stress, prevent bankruptcy, or lessen the effect of potential
utility failures?

o Wha t options  a re  a va ila ble  to  he lp  e ns ure  tha t e fficie nt,
e lectricity capacity is  built when needed?

low-cost



CHAPTER II

THE CHANGING FINANCIAL

CONDITIONS OF THE

PRIVATE ELECTRIC UTILITY INDUSTRY

This chapter discusses the. changing financial conditions of the investor-
owned utility industry over the past two decades. Twenty years ago, the
costs of building new power plants tended to be predictable and, most im-
portant, declining. The goal of regulators--to provide low-cost electricity
to consumers--and the goal of utilities--to earn a fair return on investment
for their stockholders--were in relative harmony. Through a series of events
in the 1970s, however, the costs of new construction rose dramatically and
the growth in demand for electricity dropped unexpectedly. In many cases,
state regulators were reluctant to pass on to ratepayers the costs of expen-
sive--and sometimes excess--capacity. Absorbing these costs caused a de-
cline in the financial position of the private utility industry. Although most
firms have recovered substantially from the industry's poor financial per-
formance of 1980, some utilities currently engaged in new plant construc-
tion continue to experience significant liquidity shortages. Several firms, in
fact, have been forced to omit common stock dividends to sustain opera-
tions.

CURRENT COMP OS ITION OF THE INDUS TRY

The electric utility industry possesses about 500,000 megawatts (Mg) of
generating capacity. Coal was the primary source of electricity generation
in 1984, providing 43.6 percent of total U.S. capacity. Oil and natural gas
accounted for almost one-third (32.2 percent) of total capacity. Nuclear
generation in 1984 amounted to 10.7 percent of total capacity, with 84 re-
actors licensed to operate. Hydro power constituted about the same per-
cent (10.4 percent) of total capacity as nuclear generation. Other
sources, including pumped storage and geothermal, accounted for 8 percent
of capacity in 1984. Because of their lower relative operating costs, how-
ever, coal and nuclear plants supplied disproportionately more electricity--
55.9 percent and 15.9 percent, respectively--than would be suggested by
their relative shares of generating capacity. l/

1 . North American Electric Reliability Council,Electric Power Supply and Demand 1984-
1993: 1984 ArnuadData Summary Report.
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Not all regions have the same access to sources of power, and great
variations exist in generating capacity by fuel type across the country. Coal
is the dominant source of power (exceeding 50 percent) in the Mid-Atlantic,
the Mid-West and the Southeast.@ Nuclear power accounts for between
Gpercent and 21 percent of the electricity generated in these regions. Oil
exceeds 20 percent of the generating capacity only in the Mid-Atlantic and
the Northeast; In the Southwest, gas is dominant while hydro power is
important mostly in the West.

P hys ica l a nd Fina ncia l Inte gra tion

Partly because of the high capital investment costs, the investor-owned
electric utility industry is significantly integrated both financially and
physically. The financial integration among utilities is apparent from the
number of joint partnerships undertaking new plant construction and the
number of publicly owned utilities participating in these partnerships.
About half of all new nuclear-power plants under construction, for example,
involve joint ownership by at least two utilities, with public utilities (such as
electric cooperatives) often included among the partners. These joint ef-
forts allow utilities to pool their resources, without entering into a formal
merger agreement.

The electric power "grid" is evidence of physical integration. Grids
provide common transmission links among plants and over large regions
spanning several states. Such interconnection allows firms to sell their ex-
cess capacity to firms needing power.§J The frequency of these interstate
transactions have increased over the last decade, and now represent about
29 percent of electricity sales. Three major grids serve the continental U.S.
market. For example, the eastern two-thirds of the United States, is served
by one grid.

THE ERA OF STRONG UTILITY GROWTH

From 1950 to 1970, electric utilities experienced a strong and stable period,
marked by steadily increasing returns on equity, relatively high stock prices,

2.

a.

Ibid.,p. 79.

See Department of Energy, The National Power Grid Study (1980). In fact, excess power
is not necessarily "shipped" to far away places. If a plant in one locale can spare power
to another locale far down the transmission link, each intermediate locale between
the sending and receiving areas simply passes on the power as it is received from the
plant up the line. Thus, the excess power is eventually supplied to the needy area.
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and robust growth in electricity demand. With economies of scale and tech~
enological advances encouraging larger and larger plants, and with integra-
tion within and across firms improving efficiency, generating capacity more
than quadrupled while real prices decreased by about 80 percent. Reserve
margins--the difference between total generating capacity and anticipated
peak demand-~were comfortably maintained at an average of 22 percent.§/
These margins helped ensure a reliable supply of electricity even if demand
increased faster than expected.

With declining real costs and prices, the goals of both the state regula-
tors and the electric utilities were accommodated quite easily. Rate hear-
ings needed to be held much less frequently than today, and the subject of
such hearings often was not how much to raise prices, but how much to
lower them.

Regulatory requirements affecting utilities were also considerably less
complex during this period. Laws concerning the environment and power
plant siring had little impact before 1970. Partly as a result of this benign
regulatory environment, the average construction period for new caseload
plants in the 1960s was about six years, compared with eight to twelve years
today.§/ Plants started now usually must receive a certif icate of need
from the state public utility commission before construction can commence,
in addition to satisfying other applicable health and safety regulations.

UNCERTAIN ENVIRONMENT OF THE 1970s

At the beginning of the 1970s, the bright outlook of the preceding two de-
cades continued to dominate the investor-owned utility industry. Antici-
pating relatively low inflation, moderate interest rates, stable or declining
fossil fuel prices, the installation of new and cheaper nuclear plants, and a
continuation of modest environmental and safety regulations, utilities ex-
pected to double capacity every 10 years. The relationships between most
utilities and their regulators--the public utility commissions--also appeared
harmonious and optimism prevailed among investors.

4.

5.

SeeEdisonElectric Institute,Statistical Yearbookof the Electric UtilityIndustry (1980).

The term "caseload" refers to the number of hoursa plant is relied onto produce power
over the courseof a year. A caseload plant typically supplies power for that portion
of electricity demand that remains stable throughoutthe day, compared with a "peaking
unit" which may be used to meet power demand surges. A caseload plant typically
operates over 65 percent of the time. If stoppage for scheduled maintenance is included,
a caseload plantcanlae considered tooperate most of the time .

TIT
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The 1970s marked the start of dramatic changes, however. First, fos-
sil fuel and nor fuel operating and maintenance costs rose dramatically as a
result of the 1973-1974 Arab oil embargo and inflation. Utilities passed on
these additional costs to industrial and residential customers by charging
higher electricity rates. Second, the anticipated growth in electricity de-
mand failed to materialize. As a result, many of the capacity additions
planned before 1970 for completion by 1975 were not economically justified.
Third, increased regulatory requirements caused construction delays and
created new uncertainties for capacity planning. Finally, construction costs
for new caseload plants increased beyond utilities' original expectations (es-
pecially for nuclear plants) as a result of several factors, including con-
struction delays, high interest rates, changing safety regulations, and con-
struction problems brought about both by utility f irms and contractors.
Public utility commissions often refused to allow firms to pass on these
costs to customers. These adverse conditions led to an unexpected decline
in utility earnings and strained the relationship between the utilities and
their regulators. By 1980 the industry's average market-to-book ratio--a
financial measure used to indicate stock market performance--had fallen to
its lowest level in two decades. Investors viewed those utilities with unfin-
ished nuclear power plants with the greatest caution.

Rising Variable Costs

In 1970 the average variable cost of supplying electricity rose for the first
time in more than a decade. Q Higher oil and gas prices resulting from the
1973-1974 oil embargo and the 1979-1980 oil shortage caused even greater
increases in utilities' operating costs. In 1973, for example, electric utility
plants paid an average of 87.6 cents, 169.8 cents, and 73.1 cents (in 1984
dollars) per million Btu for coal, heavy oil, and natural gas, respectively. By
1981 the real prices of these fuels had risen twofold for coal, fourfold for
oil, and fivefold for gas--to 181.6 cents, 627.6 cents, and 403.8 cents (in
1984 dollars) per million BTU, respectively. Z/

Similarly, nor fuel operations and maintenance (O&M) costs also rose
faster than inflation, in part from increased environmental regulation. Be-
tween 1970 and 1980, O&M costs for fossil-fuel plants increased from
2.07 mills to 2.55 mills per kilowatt-hour (in 1984 dollars).§.I These costs

Variable costs include fuel and the majority of nor fuel operations and maintenance
costs.

7.

8.

8.

Department of Energy, Energy Information Administration, Monthly Energy Review
(September 1985).

Department of Energy, Energy Information Administration, Thermal-Electric Plant
Construction Costand AnnualProductionExpenses in 1980 (1981).

i t
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for nuclear plants rose even more, increasing twice as fast as nor fuel costs
for fossil-fuel plants for the whole decade, and doubling between 1977 and
1980 alone. 91

Because utilities could not obtain regulatory approval for price in-
creases quickly enough to keep pace with rising fuel and other O&M costs,
their cash-flow positions became strained. For example, as a result of the
unexpected rise in fuel costs following the Arab oil embargo, Consolidated
Edison Company was forced to skip a cash dividend on common stock in
1974. These cost increases also placed state utility commissions under pres-
sure to grant electricity price increases. Automatic fuel adjustment clauses
were established in many states to eliminate the necessity for frequent rate
reviews. While this process assured the utilities Sufficient cash flow for new
fuel purchases, customers quickly felt the effects of the nearly twofold
increase in oil and gas prices in 1979 and 1980. (Not all states employed this
technique, however. Some states, such as Missouri and Michigan, prohibited
their use and 15 other states eventually introduced legislation to restrict
such pricing.)

Changes in Growth of Electricity Demand in the 1970s

Over the 40-year the period from 1930 to 1970, the demand for electricity
grew at an average annual rate of 7 percent, doubling every 10 years. Dur-
ing the 1960s, falling electricity prices and rising disposable income spurred
demand growth. In 1970 these major determinants of demand were expected
to continue the 7 percent trend in demand growth. But between 1972 and
1984, electricity prices increased threefold, and real disposable income grew
only 2.7percent per year, compared with 4 percent annually during the
1960s. These unexpected events dampened the increase in electricity de-
mand from the high rates experienced in the 1960s to only 2.5 percent an-
nually over the 1970-1983 period. lg/

At 2.5 percent annual demand growth, capacity requirements would
double only every 30 years, rather than every 10 as previously expected.
Overforecasting actual demand led to overinvestment in new plants, many
of which had to be cancelled. This phenomenon of overforecasting demand
was shared by electric utilities throughout the industry and not limited to
the small group of utilities that subsequently became financially distressed.
But most utilities that cancelled unneeded plants between 1978 and 1983
emerged in relatively good financial shape.

Ibid., p- 289.

Peak demand, which also shapes supply requirements, rose 3.9 percent over the 1970-
1983 period, also below previous expectations.

I ill ll !
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Increased Reg~ulatory Requirements

Utilities became subject to a host of new regulatory requirements during the
1970s. Plants burning fossil fuels were regulated by the Clean Air Act of
1970 and its amendments in 1977. In 1971 nuclear plants were found to be
subject to the requirements of the National Environmental Policy Act for
environmental impact statements. LL/ Most states and many localities in-
stituted laws governing power plant sites during the decade. These new
requirements tended to increase licensing and construction periods for both
nuclear and coal power plants L31

The 1979 accident at Three Mile Island (TMI), a nuclear generating
station owned by General Public Utilities (GPU), also led to increased regu-
latory requirements. EJ Following the incident, the Nuclear Regulatory
Commission (NRC) suspended issuance of plant operating and construction
licenses for one year. The Kenny Commission, formed to investigate TMI,
criticized NRC's approach to safety, and recommended that NRC require
certain changes in equipment and design. The ensuing changes in require-
ments for quality assurance and safety equipment delayed construction
schedules as plants nationwide were "backfitted" to meet these new stan-
dards. The TMI incident is reported to have caused construction delays of
almost one year and capital cost increases of Zpercent for the typical
nuclear plant built in its aftermath. ii/ In addition, 11 states reacted to the
TMI accident by passing public referendums designed to limit the develop-
ment of nuclear power.

Ris ing Cons truction Cos ts

Increased operating costs, lower than foreseen demand growth, and ex-
panded regulatory requirements were only part of the evolving financial
crisis in which some utilities found themselves in the 1970s. The other
principal factor precipitating the industry's financial diff iculties proved to

13.

14.

See Calvert Cliffs v. Atomic Energy Commission, 449 F.2nd 1109 (D.C. Circuit, 1971).

A recent study found regulatory requirements to be an important source of construction
delays, along with labor and technical problems and deliberate delays because of
reductions in demand growth. See Electric Power Research Institute, Power Plant
Construction Madtimes (February 1984).

For a thorough description of the events surrounding the near core meltdown at TMI,
see Staff Reports of the President's Commission on the Accident at Three Mile Island
(Washington, DC: Kenny Commission, October 1979).

See Charles Kornanoff, Power Plant Cost Escalation- Nuclear and Coal Capital Costs,
Regulation, and Economics (New York: Komanoff Energy Associates,1981).

i 3
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be rising construction costs, primarily caused by increases in labor and
material costs, higher real interest rates, and longer construction lead
times.

Construction costs generally rose most rapidly (relative to overall in-
flation) for nuclear plants. The cost (in 1984 dollars) of a typical nuclear
plant entering commercial operation increased from about $715 per kilowatt
(kw) in the 1971-1974 period, to about $1,889 per kw in the 1981-1984
period. The average cost of a plant expected to enter service in 1985 or
1986 has risen to about $2,600 per kw measured in 1984 dollars.l§J The
magnitude of these increases exceeds the level of cost escalation experi-
enced in new coal plant construction (see Table 1).

Much of the growth in the costs of new nuclear power plants can be
traced to construction delays and the attendant compounding of carrying
charges. The construction period for nuclear utility plants has stretched
from six years in the early 1970s to about 10 to 12 years for recently li-
censed nuclear plants. / Causal factors were labor and equipment prob-
lems, plant redesign work necessitated by regulatory changes, and deliberate
construction delays because of the waning demand. State regulatory com-
missions have also found significant utility mismanagement in some con-
struction programs. ll/ The accrual of interest charges because of these
delays can be quite large, especially during an inflationary period. For a
nuclear plant begun in 1972, with debt financing at 12 percent and labor and
materials inflation at Spercent, the final cost of the plant would be
30 percent higher if the plant were completed in 1984 (12 years from start
of construction) than if it were completed in 1980 (eight years from start of
construction). Not all utilities incurred significant construction delays,
however. A few nuclear plants entering service in the 1979-1983 period
were completed in fewer than eight years.

RES P ONS ES  TO CHANGING FINANCIAL P ROS P ECTS

Between 1974 and 1984, electric utilities cancelled 97 nuclear generating
stations and 75 coal plants that were planned for operation in the late 1970s

15. See Department of Energy, Energy Information Administration, Nuclear Power Plant
Construction Activity1984 (July 1985).

16.

17.

See Electric Power Research Institute, Power Plant Construction Leadtimes (1984);
and Office ofTechnology Assessment, Nuclear Power in AnAgeof Uncertainty (1984).

The New York Public Service Commission, for example, has recently disallowed $1.5
billion of the costs of the Long Island Lighting Company's Shoreham facility because
of imprudent management practices.

i - T IN -
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TABLE 1. ANNUAL RATES  OF GROWTH IN CO AL AND
CONSTRUCTION COSTS, 1973-1983 (In percents) EV

NUCLEAR

Time
Period

GNP
Price

Defla tor

Handy-Whitman
Construction

Index

Coal-Fired
Capital
Costs

Nuclear
Capital
Costs

1973-1979 6.4 10.7 18.9 16.5

1979-1983 7.2 6.8 5.9 29.6

S OURCE : Congressional Research Service Report No. 84-236(s), December 81, 1984, based
on Statistical Abstract of the U.S. (1984); and Department of Energy, Energy
Information Administration, Thermal Electric Plant Construction Cost and
Annual Production Expenses (1981) and 1983 Survey of Nuclear Power Plant
Construction Costs.

All growth rates are based on current dollars.

and early 1980s.l§./ The Department of Energy (DOE) estimates that the
sunk costs for the cancelled nuclear plants amounts to $10 billion. 8/ Even
with the high number of plant cancellations, reserve capacity margins in-
creased 50 percent during the decade (from 21 percent to 83 percent) be-
cause of the completion of many other plants and the decline in demand
growth. More cancellations might have occurred, but current regulations
appear to have spurred some utilities to complete plants since their costs
could only be recovered when the plant became "used and useful."@/ Thus,
some utilities preferred to risk the cash-flow problems of construction so
that the plant costs would at least be entered into the rate base (see box).
Construction postponements--through the "mothballing" of unfinished
plants--were also disadvantageous because high borrowing costs continued

18. Edison Electric Institute, Electric Power Survey (January 1985) .

1 9 . Robert Borlick, Nuclear Plant Cancellations: Causes, Costs, and Consequences,
Department of Energy, Energy Information Administration (April 1983).

a.

20. "Used and useful," a term used in ratemaking procedures, indicates that a plant is needed
and operational. A plant typically must be used and useful before a utility may charge
its customers for the investment, unless the regulatory agency specifically allows the
utility to charge for construction work in progress.



Utility Ratemaking and the Rare Base

Because utilities are regulated monopolies, the electricity price
that they can charge consumers is established by state public utility
commissions for intrastate sales and by the Federal Energy Regulatory
Commission (FERC) for interstate sales. While FERC ratemaking rules
are uniformly applied throughout the country, state ratemaking prac-
tices can vary by state, although they tend to conform to certain estab-
lished guidelines (which are also consistent with FERC practices).

Generally, a state commission holds a quasijudicial hearing to
determine a utility's prices. Utility revenues are considered adequate
when the prices charged for electricity sales are equal to the cost of
providing electricity ("cost of service"), plus some subjective "fair" rate
of return on the value of the utility's assets (the rate base). Allowable
service costs include fuel expenses, operation and maintenenace costs,
depreciation of capital stock, administrative expenses, and taxes. An
estimate of total expenses for the coming year is typically derived by
using an historical "test year," often the most recent 12-month period
for which complete financial data is available.

The rate base reflects an electric utility's gross capital invest-
ment less accumulated depreciation--in essence, the value of the
property that is "used and useful" in producing and delivering power. As
such, it includes the value of land, buildings, generating stations, and
transmission facilities owned by the utility. These assets can be valued
by one of  three methods: original cost, replacement cost, or--
ref lecting a compromise between the f irst two--"fair value." Most
states employ fair value accounting. Once the rate base is determined,
an allowed rate of return is applied. This rate generally reflects the
weighted average rate of return the utility must pay for long-term debt
(bonds) and preferred or common stock (equity). Many state
commissions require that a plant must be operational to be placed in
the rate base. Others may allow a portion or all of the construction
work in progress (CWIP) to be included.

Chapter11 CHANGING FINANCIAL CDNDITIONS 13

during this period and because tax write-offs of losses could only be taken
for cancelled plants.

Utilities that quickly cancelled planned projects in the mid-1970s in
response to dampening demand generally fared better than those that did
not cancel plants until the late 1970s and early 1980s. Firms in the latter

Hll3113%
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category continued to face mounting liquidity problems, since variable
costs, as well as dividend and interest payments, increased faster than reve-
nues. Many of these firms are still experiencing liquidity constraints today.

Regulator Response

Many state utility commissions reacted sharply to the building of expensive
plants in a time of lower-than-expected demand. In order to shield con-
sumers from large price increases, many commissions did not permit utili-
ties to recover either the carrying or capital costs of plant construction
(called construction work in progress, or CWIP) until the plant was fully used
and useful. Instead, construction and interest charges were entered in a
special account termed Allowance for Funds Used During Construction, or
AFUDC. Under AFUDC accounting, the utility did not actually realize a
cash return on its investment during construction. Instead, the book value
of the account accumulated until the plant was placed into service, at which
time the AFUDC account was entered into the rate base and began to earn a
return on the utility's investment.

This accounting device had two effects. First, utilities' current cash
income declined, as the construction-oriented AFUDC account rose from
12.9 percent of reported income in 1969 to almost 50 percent by 1983.811
And second, the size of the AFUDC account often reached several billion
dollars by the time the plant was completed. The sudden entry of this
amount into the rate base could cause sharp price increases, some ranging
from 15 to 70 percent. To counter suchprice shocks, state regulators began
employing "phase-in" plans to lessen the increases of including the entire
cost of a new plant into rates all at once. Such measures further delayed
utilities' recoveries of their investment costs.

Finally, regulatory commissions began to scrutinize utility plant can-
cellations more thoroughly. A study of 71 plant cancellations through June
1983 revealed that, in 24 percent of the cases, regulators ruled against any
cost recovery.?;2J In 62 percent of the cases, cost recovery was granted for
prudently incurred costs and, in the remaining cases, some return on the
prudently incurred investment was allowed. Eight state utility commissions,
however, ruled against any cost recovery, even if the initial plans for con-
struction appeared prudent. Sunk costs for a number of these plants
amounted to millions of dollars.

21. Edison Electric Institute, Financial Review~1988: An Annual Report on Investor-Owned
Electric Utilities (July 1988).

22. Ibid, p- x.
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Investor Response

Utility investors soon realized that regulatory decisions about the recovery
of plant costs could greatly influence a utility's final earnings. If investors
viewed a state's regulatory decisions as unfavorable, utilities in that state
had to pay higher interest rates to attract capital. Table 2 presents one
view of how investors rank state commissions. The rankings range from A,
excellent, to E, very poor. In general, state regulators that allowed some or
all construction costs to be recovered before a plant was used and useful and
allowed a return on equity above 15 percent were most well-regarded by
investors.

Irrespective of regulatory climate, utility investors especially penal-
ized nuclear utilities. As nuclear-power costs increased faster than ex-
pected in the 1970s, especially af ter the Three Mile Island accident,
investors began to exact a risk premium from utilities seeking to finance
nuclear construction. 8/ These effects can be seen clearly in Figure 1.

In 1970, of the utilities rated by Standard and Poor's Corporation,
96 percent of those with nuclear plant construction programs received bond
ratings of A or better, thus suggesting a relatively good long-run prognosis
for their financial health. (Bonds rated BBB or higher are considered invest-
ment grade; those ranked BB and below, speculative). Yet, by 1980, only
67 percent of the utilities with nuclear programs had investment grade rat-
ings. The ratings on some utilities' bonds fell so low by the 1980s that many
institutional investors were prohibited by law from buying them, because of
their inferior quality. By contrast, investors' views of non-nuclear utilities
changed very little during this period. Although the mean bond rating for
nuclear utilities had degenerated to BBB by 1983, the mean bond ratings for
nonnuclear utilities remained within the AA to A range.

CURRENT CONDITION OF THE INDUS TRY

The investor-owned electric utility industry reached its lowest point financi-
a l ly  in  1980. The utilit ies average market-to-book ratio--a f inancial
measure often used to characterize a iirzn's anticipated financial perform-
ance in the stock market--declined from 2.53 in 1965 to 0.73 in 1980, the
lowest level in more than two decades.:8i/ Long-term debt for utilit ies

U.S. Department ofEnergy,Investor Perceptions ofNuclear Power (May, 1984).

As a ratio of the market price of a utility's stock and the book or resource value per share
of stockholder investment, the market-to-book ratio indicates the value investors in
financial markets attach to the management and organization of a utility. As the
market-to-book ratio declines below 1, the sale ofnew stock will usually dilute the value
of the existing stock.

pa.

24.
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TABLE 2.

State

Alabama

Arizona

Arkansas

California

Colorado

Connecticut

Delaware

16 FINANCIALCONDITIONOF U.S.ELECTRICUTILITY INDUSTRY

District of
Columbia

Florida

Georgia

Hawaii

Idaho

Illin o is

Indiana

Iowa

Kansas

Kentucky

Louisiana

Maine

Maryland

Massachusetts

Michigan

Minnesota

Mississippi

Missouri

Montana

Nevada

New Hampshire

EXAMPLE OF INVESTOR RANKING OF STATE REGULATORY
COMMISSIONS AND PRACTICES IN 1984

Year-end original cost; no CWIP

Year~end fair value, some CWIP

Year-end original cost; some CWIP

Average original cost, no CWIP

Year-end original cost; some CWIP

Year-end adjusted cost; some CWIP

Averageoriginal cost; noCWIP

Average original cost; some CWIP
for pollution control only ,

Average original cost; some CWIP

Year-end originalcost;some CWIP

Year-end original cost;some CWIP

Average or year-end original cost;
CWIP inemergencies only

Year-end original costmodified
for fair value; someCWIP

Average original cost; no CWIP

Year-end original cost; CWIP during
final year of construction

Year-end original cost; CWIP

Average original cost; some CWIP

Average original cost; no CWIP

Average original cost;someCWIP

Year-end original cost; no CWIP

Average original cost; no CWIP

Average original cost; some CWIP

Average original cost; no CWIP

Year-end original cost, no CWIP

Average original cost; no CWIP

Year~enci original cost; some CWIP

Average original cost, no CWIP

Year-end fairvalue, no CWIP

Type of Rate Setting

I mt I

Allowed
ROE SBI

(In Percents) 3/ Rankbl

15.0

16.2

14.2

16.0

14.4

16.4

14.9

E/

15.6

15.5

15.0

14.9

15.6

15.8

14.7

15.5 C

15.0 C

9/ E

16.0 D+

14.8 C

16.0 C

14.5 D

14.7 C+

15.5

15.6 C .

14.2 E

15.0 C

1G.1 c -

March1988

C-

C-

C.

B

C

C+

B

D

B

C.
c-

B
c+
C.

D

flllliiL__

(Continued)
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TABLE 2. (Continued)

State Type of Rate Setting

Allowed
ROE SBI

(In percents) E/Rankle/

New Jersey

New Mexico

New York

Year-end original cost; some CWIP

Year-endoriginal cost; some CWIP

Year-end or average original cost,
someCWIP

15.8

15.5

C+
C+

North Carolina

North Dakota

Ohio

15.0

15.3

14.5

C+

C+

0_

Oklahoma

Oregon

Pennsylvania

16.9

15.0

15.8

D+
c+
B

Rhode Island

South Carolina

South Dakota

Texas

Utah

Vermont

Virginia

Washington

West Virginia

Wisconsin

Wyoming

FERC 'If

Year-end original cost; some CWIP

Year-end or average original cost,

Average original cost; CWIP when
plant is 75 percent complete

Year-end original cost, some CWIP

Average original cost; no CWIP

Year-end original cost; CWIP only
for pollution control

Average original cost; no CWIP

Year-end original cost; some CWIP

Average original cost, no CWIP

Year-end original cost; some CWIP

Average original cost; some CWIP

Average original cost; some CWIP

Year-end original cost; some CWIP

Average original cost;noCWIP

Average original cost; some CWIP

Average original cost; some CWIP

Year-endoriginal cost; no CWIP

Year-end original cost; some CWIP

15.5

14.4

14.3

14.0

16.3

15.0

16.0

15.0

15.8

14.5

14.8

14.8

15.5

C-

C-

D

D

B

B

C +

C-

C

D

B

c -

B

SOURCE'

b.

Congressional Budget Otlice, based on Salomon Brothers, Inc., Electric Utility
Regulation - Semiannual Revive (New York,N.Y.: Salomon Brothers, August
8, 1985).

NOTE: CWIP = Construction working progress.
a. ROE is the return on common equity allowed by state commissions in recent decisions

on representative major electric utility rates.
Ranking is provided by Solomon Brothers, Inc. Regulatory Rank (SBI Rank), with A
ranldng highest and E lowest.
Not available .
The Federal Energy Regulatory Commission (FERC) sets rates for electricity that is
sold wholesale across state borders.

c.
d.
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Figure 1.

Bond Ratings for Nuclear Electric Utilities, 1970 and 1983
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SOURCE: Standard and Poor's Bond Rating.

grew from $42.2 billion in 1970 to $124.8 billion in 1982, with interest
charges amounting to $11.5 billion alone in 1982. 89 Utilities' current cash
income also declined, as the construction-oriented AFUDC account grew to
represent about 50 percent of utility earnings by 1983. ,

The industry's financial condition has improved markedly in the last
five years, however, in part from the economic recovery which has spurred
revenues from electricity sales. Industry-wide liquidity, measured by the
ratio of cash flow to dividend payments, stood at 2.7 in 1984, well above the
2.0 ratio usually considered a prudent minimum. In addition, the industry's
average market-to-book ratio rose to 1.1 in June 1985, up from its 20-year
low of 0.73,in 1980. In the course of this overall recovery, the industry has
become stratified into two distinct sets of firms, each with particular
financial problems. The first group--made up of the financially healthy
majority of investor-owned utilities--is experiencing robust growth in
earnings.. Indeed, about 30 companies will generate 100 percent of their
cash needs internally by 1987. For the most part, these firms are not now

25. Mark Luftig and Neal Kurzner, "Electric Utility Regulation--Semi-Annual Review"
(New York,NY: Salomon Brothers, Inc., February 26, 1985).
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building any caseload plants, but they are concerned that future
construction efforts will be plagued by the regulatory and investment
problems of the last decade. These firms, therefore, seek measures to
reduce investment uncertainties in the long-term. The second group of
firms have more immediate problems: they were still engaged in major
construction projects in 1983 and 1984 and were experiencing liquidity
shortfalls.

Utilities with Liquidity Constraints: 1983-1984

About 15 of the 100 largest investor-owned electric utilities experienced
cash-tiow shortages in 1983 and 1984 (see Table 3). These firms were ident-
ified using a four-fold screening process described in Appendix B. Five of
the firms identified (Consumers Power, Long Island Lighting, Public Service
of Indiana, Public Service of New Hampshire, and United Illuminating) had
market-to-book ratios below 50 percent. Middle South Utilities--a holding
company--and Central Maine Power had market-to-book ratios of between
50 and 80 percent. The remaining eight firms (Dayton Power and Light,
Toledo Edison, Ohio Edison, Union Electric, Philadelphia Electric, Kansas
Gas and Electric, Gulf States Utilities, and Kansas City Power and Light)
have shown considerable improvement since they were first identified by the
CBO screening procedure and were selling common stock at 80 percent or
more of book value by mid-1985.

These 15 utilities have experienced liquidity constraints only in the
last several years. In 1974, for example, this group of firms exhibited no
liquidity problems, having a cash-flow coverage to dividends ratio of 2.5,
relative to the industry average of 2.6. (A cash-flow coverage ratio is
defined as income available to common equity plus noncash expenses less
noncash credits divided by dividends paid.) A high cash-flow coverage ratio
(above 2) indicates the firm has adequate liquidity; as the ratio falls below
2, however, liquidity problems arise. Cash-flow coverage ratios for this
group of firms eroded to 1.5 during 1984, compared with an industry average
of 2.7.

Although specific causes vary by firm, construction programs have
probably been the most important overall reason for the liquidity problems
of these firms. Like most investor-owned utilities, these firms were con-
sidered excellent long-term bond risks in 1974, rated A or higher. With long
construction delays and the erosion of regulatory and/or investor support,
bond ratings dropped and capital costs increased. Public Service of New
Hampshire, for example, with a rating of BBB, was forced to raise approxi-
mately $450 million in bonds with effective interest rates ranging from 19
to 21 percent in order to continue building its still unfinished Seabrook

HW
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TABLE 3. ELECTRIC UTILITIES  WITH LIQUIDITY CONS TRAINTS
IN 1983 AND 19849/

F irm P la n t
Location of
Service Area

CentralMaine Seabrook 1
Millstone 3

*.2/

S/

River Bend 1

Ma ine

Michiga n

Ohio

Louisiana , Texas

Consumers Power

Dayton Power & Light

Gulf States Utilities

Kansas City
Power & Light

Kansas Gas & Electric

Long Island Lighting

Middle South Utilities

Wolf Creek

Wolf Creek

Shoreham

Kansas, Missouri

Kansas

New York

Grand Gulf 1
Waterford 3

Louisiana, Arkansas,
Mississippi

Ohio Edison P e rry 1
Beaver Valley 2

Ohio

Limerick 1 P e nnsylva nia

In d ian a

New Hampshire,
Maine, Vermont

Philadelphia Electric

Public Service
of Indiana

Public Service
of New Hampshire

Toledo Edison Ohio

Union Electric

be
Seabrook 1
Millstone 3

Perry 1
Beaver Valley 2

Callaway 1 Illinois , Iowa ,
Mis s ouri

Unite d Illumina ting Seabrook 1
Millstone 3

Connecticut

SOURCE: Congressional Budget Office.

a. These utilities were identified by comparing a series of standard financial ratios over
the 19884984 period as described in Appendix B. These historical ratios do not
necessarily imply similar circumstances today.

Plant deferred or abandoned.

Plant being converted to a coal-fired facility.

b.

c.
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-

plant. By comparison, bond offerings by A-rated firms were sold for
12.9percent during 1984. 86/

As construction programs are completed, remaining liquidity problems
should begin to ease. If they do not, the troubled utilities may face more
difficult choices. (Other options to resolve the cash-flow difficulties for
this group of firms are discussed in Chapter III. The long-term issues con-
fronting the industry are presented in ChapterlV.)

26. Mark Luftig andNeal Kurzner, "Electric Utility Regulation--Semi~Annual Review,"
Salomon Brothers, February 26, 1985 .



CHAPTER III

RES OLVING THE CURRENT

FINANCIAL STRESS

In general, those electric utilities with liquidity constraints incurred signifi-
cant financial losses from investments in plants that may remain unfinished
or whose production costs would exceed those of alternative supplies, such
as power purchased from other utilities. To continue operating, many of
these companies have undertaken a variety of cost-cutting measures, such
as omitting dividend payments or reducing maintenance activities. They
have also sought rate increases to help pay for plants still under construc-
tion, abandoned, or recently completed. Most of these rate cases are still
pending. This chapter describes the efforts of financially troubled utilities
to increase their liquidity and presents both nonfederal and federal options
that could assist them .

State regulators are primarily responsible for distributing economic
losses from power plant investments among ratepayers, utility stockholders,
and creditors. Although the apportionment of these losses can generate
considerable debate, both utility managements and their state regulators
have the resources and the incentives to seek solutions to avert possible
bankruptcies. If a default occurs, the federal bankruptcy process should
ensure both continued electric service for utility customers and a reasonable
resolution of the excess cost issue. It is not clear, however, whether a
bankruptcy declaration would increase or decrease the ultimate costs of
electric service for the utility and its ratepayers. The federal government
possesses only limited options (including the bankruptcy process itself) to aid
distressed utilities. In the absence of widespread threats to electric service
or to the public health and safety, federal intervention appears inappropri-
ate in addressing short-term problems of liquidity. However, the federal
government might play a more appropriate role in addressing longer-term
concerns about risk, uncertainty, and investmeNt efficiency.

NONFEDERAL AP P ROACHES  TO EAS E FINANCIAL CONS TRAINTS

Faced with rising construction costs and inadequate revenues to cover their
costs, including maturing debt, financially distressed utilities have several
traditional, nonfederal alternatives to increase their liquidity. Many of
these nonfederal options are already being employed, including:

nr
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o

o

o

Austerity programs that cut labor and maintenance costs;

Stock dividend reductions or omissions, and

Rate relief plans that allow either construction work in progress
(CWIP) to be included in electricity prices or cost recovery for
cancelled or completed plants.

Other nonfederal options would be somewhat more drastic, supplying
potentially more economic relief to a utility, but typically involving more
difficult and far-reaching decisions by the iirrn's management, state legis-
lators, and regulators, Such alternatives include:

o Mergers or sales of plants or firms,

o Refinancing of debt through private means; and

State assistance efforts such as loans or direct subsidies.

These six measures--alone or in combination--appear to offer ample means
to meet the immediate cash-flow requirements of distressed utilities.

o

Not all the options could be used by all the troubled utilities. Avail-
ability would depend largely on individual financial conditions and the stage
of new plant construction. As a result, the relative effectiveness of each
option in easing liquidity constraints would vary across firms. The costs of
implementing these options--distributed among ratepayers, utility investors,
utility creditors, and taxpayers (through unrecovered investment "write-
ofi`s")--would also vary. Some alternatives, such as reduced service, would
primarily affect utility ratepayers, while the effects of other options, like
dividend omissions, would be felt mostly by utility stockholders.

Austerity Programs and Service Reductions

About 20 percent to 25 percent of the cash-flow requirements of distressed
utilities could be met, at least temporarily, by reducing operation and main-
tenance activities. In general, the traditional approach used is to reduce
service in the
work force and by deferring maintenance of facilities..J Consumers Power,

levels by undertaking permanent or temporary reductions

1. Utilities do have other austerity options which are not considered here. First, utilities
might defer payments to fuel suppliers and other creditors for very short periods. Second,
utilities might delay or cancel construction, thereby reducing their short-term cash
requirements. Savings from deliberate construction delays could be eroded, however,
by rapidly rising interest or construction costs. Cancellation savings would depend
on regulatory approval of plant construction costs and could be eliminated altogether
in the short term because the utility might be forced to repay all tax credits earned during
construction immediately upon plant cancellation.

i i _lLuullL-
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for example, cut operation and maintenance by 10 percent in 1984 and per-
manently eliminated 571 full-time positions. Public Service of Indiana (PSI),
on the other hand, chose to reduce its full-time work force temporarily by
25 percent, saving the company about $49 million during a recent 12-month
period. PSI has recently requested a permanent rate increase, however, to
allow for the rehiring of some of these workers and for maintenance activi-
ties that can no longer be deferred. Similarly, the Long Island Lighting
Company (LILCO) is seeking to reinstate 231 of the 700 positions it elimi-
nated in 1984. This suggests that austerity measures may not be sustainable
beyond one year because many maintenance requirements cannot be perma-
nently eliminated or even postponed for long.

Austerity measures might also affect utility customers by lowering the
quality of service. PSI, for example, argues that a failure to restore enough
revenues to pay for deferred maintenance activities could lead to power line
problems and, eventually, serious service breakdowns. Ultimately, it could
affect investors and creditors. Austerity programs and service reductions,
therefore, appear to offer only limited benefits to utilities, depending large-
ly on existing service, maintenance, and labor contract requirements.

Divide nd Omiss ions

Alternatively, utilities could increase retained earnings by deferring or sus-
pending payments of cash dividends to common or preferred stockholders.
Several utilit ies, in fact, have already employed such measures (see
Table 4). For example, Long Island Lighting Company (LILCO) has not paid
a quarterly dividend on its common stock since March 1984. This has saved
the company roughly $45 million on an annual basis. More recently, Middle
South Utilities has omitted its third quarter 1985 dividend to preserve
$85 million in cash for company operations, while it awaits several pending
requests for rate relief. The use of this option--assuming common stock
dividend omissions only~-by the remaining distressed utilities appears ca-
pable of  meeting about half  of  these companies' short-term liquidity
requirements.

The ability of companies to employ such measures usually depends on
company charter rules and SEC regulations. Generally speaking, a company
can suspend common stock dividends permanently but can only defer pre-
ferred dividends for four quarters before preferred stockholders are allowed
(by company charter) to replace existing management with a new board of
directors. Clearly, utility investors bear the short-term cost of these types
of measures hot only through loss of dividends but also because dividend
deferrals lead to a decline in stock value. Less obvious, however, is the

Talvnnr
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longer-term consequence of dividend suspensions--the increased cost of
capital, especially that raised through future stock sales. This cost will be
borne by future ratepayers.

Rate Relief

Most, if not all, immediate cash requirements of distressed utilities could be
met if state regulators allowed rates to rise enough to cover the costs of
recent construction. Because of the high excess costs of' these investments,
however, state regulators are unlikely to force utility ratepayers to bear the
full costs through large rate increases. State regulators will generally grant

TABLE 4 I RECENT DIVIDEND DEFERRALS BY MAJOR UTILITIES

Company

Common
Stock

Dividend

Preferred
Stock

Dividend

Central Maine Omitted since 4/85 Paid on schedule

Consumers Power Omitted since 10/84 Paid on schedule

Genera l P ublic Utilitie s Omitted since 11/26/79 Paid on schedule

Long Is la nd Lighting
Company

Omitted since 3/84 Suspended declaration
of preferred dividends
payable after 9/30/84

Middle South Utilities Omitted 3rd quarter
1985 dividend

Paid on schedule

Public Service of
New Hampshire

Omitted since 4/19/84 Omitted since4/19/84

Public Service of
Indiana

Dividend cut 65%
since 2/84

Paid on schedule

United Illuminating Dividend cut 38%
since 7/84

Paid on schedule

SOURCE: Congressional Budget Office .
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rate increases for only that portion of the utility's investment that was
prudently incurred--whether the plant is completed or not--and disallow in-
vestments or portions of investments that they consider imprudent. J2

Distressed utilities, for their part, are seeking to recover plant con-
struction costs as quickly as their regulatory agency will permit. The speed
and nature of such cost recovery is an important element of utilities' reve-
nue positions, and, as such, the outcomes of these pending rate eases are
crucial to their financial well-being. The most useful type of cost recovery
depends largely on the stage of plant construction. For a utility with a
cancelled plant, rate increases to cover all or some portion of its lost in-
vestment are desired. Utilities with ongoing construction seek to include
their construction costs in the rate base as soon as possible, through CWIP
treatment. Finally, utilities with completed plants seek to have the full
costs of the plant (not just the carrying charges) recovered through rate
increases from the moment the plant is used and useful.

Cost Recovery for Deferred or Abandoned Plants. Plant cancellation by
itself can help ease a utility's financial burden, but may not be enough to
relieve financial stress fully unless some cost recovery for the abandoned
facility is allowed. For example, both Consumers Power and Public Service
of Indiana deferred or abandoned the construction of expensive nuclear
power plants in 1984. Although future construction costs have been elimi-
nated, the final distribution of these projects' sunk costs (about $3.4 billion
for Consumers Power's Midland project and $2.5 billion for PSPs Marble Hill
facility) will ultimately be decided by the relevant state regulatory commis-
sion. The state commission may decide that the utility acted prudently in
building and later abandoning the project, and allow full recovery of the
project's costs, including an earned rate of return on the investment. On the
other hand, the regulator may determine that the entire project was im-
prudent and allow only limited cost recovery. Such a decision could lead to
severe cash-flow shortages or perhaps bankruptcy in some cases.§J The
most likely outcome in both examples is that the Michigan and Indiana com-

2. Rate base disallowances preclude a utility from earning a return on that portion of the
investment that is disallowed. Excess plant expenditures are most often disallowed
because of management imprudence that caused construction cost overruns or because
the plant is deemed excess capacity. A utility that cancels construction in response
to changing demand forecasts may, therefore, be considered more prudent by its
regulators (and will fare better in a rate case) than a utility that successfully completes
what turns out to be an unneededplant.

8. See, for example, Consumers Power Company's Supplement to Amendment to Application
(Revised Step 3 Rate Relief Request), Case No. U-7830, Filing of October 11, 1984.
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missions will disallow some portion of each project's cost as imprudent, and
allocate the sunk investment between utility stockholders, ratepayers, and
federal taxpayers (through tax write-of fs of  the unrecovered invest-
ment).$/ In any event, proposals for additional federal or state aid may be
premature until these cases are decided in 1986. it

Cost Recovery for Construction Work in Process. Ut i l i t ies involved in
large-scale construction projects argue that all or some part of prudent
expenditures for construction work in progress should be included in rates
and earn a return, even before the plant is fully used and useful. Without
CWIP treatment, utilities may incur higher borrowing costs to sustain cash
flow and construction efforts. (See AppendixB for further discussion of the
effects of CWIP treatment on utility cash flow.)

Regardless of the claims of either CWIP advocates or opponents, little
question exists that the inclusion of CWIP in the rate base helps a utility
continue construction, especially when CWIP represents a large portion of
the utility's assets. The injection of new rate revenues through CWIP re-
duces the need to seek additional outside financing at high interest rates. A
prime example is El Paso Electric Company, a partner in the three-unit,
$9.3 billion Palo Verde nuclear project. El Paso's construction practices
dif fered re lat ive ly l i t t le  f rom other ut i l i t ies that  eventual ly incurred
liquidity problems. Indeed, El Paso had the highest percentage of its assets
tied to nuclear construction of any utility in the nation, yet its performance
in other key f inancial ratios was superior to other utilities that were less
exposed (reflecting higher investor confidence). A principal reason for its
good financial position is that the Texas regulatory commission granted sig-
nificant amounts of CWIP in El Paso's rate base in August 1984.§/ This
suggests that without CWIP El Paso might have found itself in the same
position as the distressed utilities, which typically did not have CWIP i n
their rate base.

4. Among previous nuclear plant cancellations involving sunk costs of greater than $50
million, state commissions havemostly permitted either full or partial cost recovery.
See Robert Borlick, "Nuclear Plant Cancellations: Causes, Costs, and Consequences,"
U.S. Department of Energy, Energy Information Administration, DOE/EIA-0392 (April
1983), and Edison Electric Institute, "Regulatory Treatment of Cancelled Plants: Survey
Update of Cases in 1983," Special Report, SR 84-01 (March 1984).

So far, both the Michigan and Indiana utility commissions have addressed only the
companies' emergency rate relief requests, which are designed to assure that normal
day-to-day electric service is maintained. The companies' permanent rate requests- -to
recover sunk plant costs- -will be decided after the emergency rate cases are settled.

5.

6. It is also important tonote that E1 Paso had a higherthan average demand growth rate.
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Including some degree of CWIP expenditures in the rate base could
provide significant revenues to several of the distressed utilities. Full CWIP
inclusion generally would provide as large a new liquidity source as em-
ployee cutbacks or service reductions. Companies with completed or aban-
doned plants (Kansas City Power and Light, Kansas Gas and Electric, Middle
South, Long Island Lighting, Union Electric, Public Service of Indiana, and
Consumers Power) are now seeking alternative forms of rate relief through
rate base treatment of completed plants or cost recovery of abandoned
plants. Compared with the dividend omission measures, which could erode
investor confidence in the company, CWIP inclusions could send positive
signals to the investment community regarding the company's cash position
and its future regulatory treatment. This could serve to reduce additional
financing costs in the period required to complete the plant, which, in turn,
could lower future plant costs to both ratepayers and utility investors.
Combined with common dividend omissions and short-term austerity
measures, CWIP treatment for eligible distressed utilities could have satis-
fied most of these utilities' incremental (above 1984 levels) cash-flow needs
for 1985.

Cost Recovery for Completed Plants. For distressed utilities with recently
completed plants, full and immediate recovery of plant costs through rate
increases would improve the utilities' financial positions in the short term.
However, the high costs of these plants, some of which exceed the size of
the utilities' rate base, would lead to price increases ranging from
10 percent to 67 percent. Such '.'rate shocks" could depress economic activ-
ity in the affected service area and reduce the demand for electricity in the
long run. Thus, state regulators will usually employ a phase-in plan to lessen
the price effects of bringing completed power plants into the rate base all
at once. 1/

Generally speaking, phase-in plans gradually introduce the costs of the
plant into the rate base, with the unincluded portion of the plant accumulat-
ing both interest and the allowed return on equity until it enters the rate
base. This approach delays the full return on the stockholders' investment,
but, because interest accumulates on the unincluded portion of the plant,
there is no net loss to stockho1ders.§l For current ratepayers, phase-in
plans offer some relief from the potential inequity of subsidizing rates paid
by future customers. Moreover, phase-in plans offer two other potential

7. These phase-in plans are also being linked in some cases with gradual CWIP treatment
of plant costs (before completion of the plant) to help smooth the rate shock effects.

Stockholders could lose a portion of their investment if-~as part of a phase-in plan--
a state PUC clisallows certain construction expenditures as imprudent or some
percentage of plant capacity as excess.

8.
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advantages (relative to full and immediate plant cost recovery) to utilities
themselves: first, they can reduce public opposition to higher rates; and
second, they may lessen the possibility that higher rates will lower demand
enough so that total revenues to the company in fact decline after the rate
increase.

On the other hand, phase-in plans may force the utility to issue addi-
tional stock or borrow additional capital to offset the lost income from that
portion of the plant excluded from the rate base. This has the effect of
reducing utility cash flow in a period when many companies already rely too
heavily on external capital sources. In addition, utilities and investors are
concerned about the risks of future regulatory actions that could further
delay full recovery of plant investment. In the worst case, their investment
might never be recovered. This added risk disturbs investors and could be
reflected in stock market prices.

Rate base phase-in plans have been instituted for Union Electric and
the Kansas utilities, and are likely to be employed for those distressed utili-
ties that will soon complete plant construction. The relative success of
these phase-in plans in stabilizing the utilities' financial positions depends on
how they affect utilities' cash flow. Most distressed utilities need substan-
tial cash now. Large amounts of plant expenditures not included in the rate
base immediately could weaken already distressed companies. 91 Given ade-
quate rate relief by the relevant state commissions (and realized added
revenues despite the rate shock), however, this alternative appears capable
by itself of providing enough financial stability for eligible utilities.

MORE RIGOROUS APPROACHES TO AID CASH FLOW

The previous section explored readily available schemes to aid cash flow,
some of which are already used. Use of these approaches-~austerity pro-
grams, stock dividend omissions, and allowing plant cost recovery through
rate increases--could have provided nearly all the additional cash necessary
in 1985 (above 1984 levels) to meet utilities' short-term liquidity require-
ments. For any remaining cash needs, more severe measures, such as merg-
ing with another firm, debt refinancing, or state assistance, might be
necessary.

9. As an example, the Kansas Corporation Commission, in granting phased-in rate relief
to Kansas Gas and Electric and Kansas City Power and Light, allowed the companies
to earna return on less than one-third of their investment. Because of this decision,
these companies can be expected to experience cash-flow shortages and may need to
suspend payment of stock dividends. See "Utilities to be Denied Profit on Two-Thirds
of WolfCreek Investment," Associated Press, September 12, 1985.
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Mergers and Sales

One solution for a utility whose construction program is threatened by poor
financial health could be the sale of the plant to another utility or merger
with another company that is able to continue construction. For a ut i l-
ity that will need additional power in the future, purchase of all or some of
the plant's future output might be an attractive alternative to beginning a
new facility from scratch. This alternative is probably limited, however,
because adequate transmission lines may not exist, and signif icant
regulatory hurdles may face any such proposal (see Chapter IV discussion of
option to liberalize the Public Utility Holding Company Act to allow for
mergers and diversifications). The greatest impediment to sale or merger,
however, is the unattractively high cost of the plants under construction.
The high cost of the Seabrook plant, for instance, made it difficult for the
Maine utility co-owners to sell off their share
to do so by the Maine Public Service Commission (PSC)-

of the 81ant when compelled
LJ

Despite similar difficulties, however, Cleveland Electric Illuminating
Company has recently announced plans to merge with Toledo Edison (one of
the troubled utilities identified earlier), subject to stockholder and regula-
tory approval. The two companies are already co-owners of the Perry 1 and
2 and Beaver Valley 2 nuclear units now under construction. Moody's Invest-
ors Service Inc. believes that the proposed merger could improve the com-
bined company's credit quality in the long run. Moody's lowered its rating on
Toledo Edison's preferred stock in May 1985. ll/

Although the possibility of similar mergers with financially troubled
utilities appears rare, each of the distressed utilities, because of their large
capital investment programs, has substantial quantities of unused tax bene-
fits, such as investment tax credit carryovers. These tax benefits potential-
ly could be used by profitable utilities or other nonutility companies by
merging with the utility. A similar option using selective safe harbor leas-
ing (through which the utilities could effectively "sell" these tax benefits)
would have the same potential benefit for utilities without the need to seek
a merger partner. This option is discussed later in this chapter. All these
options are essentially neutral from the standpoint of investors (who could

10. In late 1984, the Maine PSC ordered Central Maine Power, Bangor Hydro Electric
Company, and Maine Public Service to sell their combined 10 percent share in Seabrook
1. Most recently, Eastern Utilities Associates, a Boston-based holding company, has
offered the Maine companies about 14 cents to 15 cents on the dollar for their Seabrook
investment. See "A New Gamble on Seabrook," New York Times, August 6, 1985.

11. See Wall Street Journal, June 26-27,1985.
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actually benefit from a merger) and ratepayers. Options that would use tax
benefits not otherwise employed would, of course, increase taxpayer easts.

P riva te  Re fina ncing

Utilities unable to meet immediate liquidity needs through internally gener-
ated cash usually seek external sources of capital. Troubled utilities facing
cash-flow shortages often rely on banks to provide this type of short-term
(one year) relief. Most of the utilities identified in Chapter II have exhaust-
ed this option, however, and commercial banks are reluctant to extend any
further aid.

Most of the f irms still retain some access to capital bond markets,
though with high-risk premiums. Both Consumers Power, which issued $100
million in bonds in late 1984, and Public Service of New Hampshire (PSNH),
which issued $450 million in bonds in 1984, were able to sell their latest
series of bonds. The concern here is whether the companies (particularly
PSNH's issuance of  securit ies with a 23 percent return on a delayed
repayment plan) can eventually generate the revenues to pay back such
burdensome borrowings. In PSNH's case, the company will need growth in
electricity demand of 5 percent to Spercent per year to generate enough
revenue to repay its latest borrowings. 18/ The primary risk here is for new
investors. Utility consumers are also likely to bear the burden of repayment
through rate increases.

Utilities may also form subsidiaries to carry on construction separate
from the operations of the parent company. Middle South Utilities has func-
tioned in this manner. Generally speaking, this approach can allow a utility
to obtain lower-cost capital than might otherwise be available by using the
parent firm's larger base of operating assets. From some utilities' perspec-
tives, another advantage of forming subsidiaries or holding companies is that
such activities are subject to regulation by the Federal Energy Regulatory
Commission (which regulates interstate wholesale sales) rather than by the
state regulatory commissions. 8/ As shown in Table 3 in Chapter II, FERC
regulation is currently considered somewhat more favorable from an in-
vestor's standpoint than most state commissions.

12. Robert Hildreth, Electric Utility Financing- A View to the Future, Energy Daily
Conference (October 1984).

13. See "Utilities Seek to Skirt State Rulings," Wall Street Journal, June 17, 1985. Also
see Northern States Power v. Minnesota Public Utility Commission,Minnesota Supreme
Court, January 27, 1984. One of the advantages of FERC Rulemaking from the utilities'
viewpoint is that they will allow up to 50 percent of CWIP to be included in the rate
base.

l 'l
l l



Chapterm RESOLVING THE CURRENT FINANCIAL STRESS 33

State Assistance

In extreme cases when other nonfederal options are not effective or have
not been employed, states might decide to provide special financial aid to a
utility or utilities in financial trouble. Aid could take several forms, includ-
ing loans or the actual purchase (with eventual leaseback of the plant to the
utility) of a plant under construction. The choice of state assistance would
depend largely on the available mechanisms to provide aid. Thus, a state
with an independently financed power authority might have greater flexibil-
ity than a state that must seek special legislative authority to assist a pri-
vate utility.

The major precedent in this area probably is the Consolidated Edison
case of 11 years ago. Caught between sharply increased oil prices following
the oil embargo in 1973 and a large construction program for coal- and
nuclear-power plants, Con Ed omitted its first quarter common dividend in
1974. The company's bond rating and stock price plunged, and it was unable
to obtain bank loans, sell its plants under construction to other utilities, or
raise other sources of outside funds. In the end, the New York legislature
approved the sale of the two Con Ed plants under construction to the Power
Authority for the State of New York (PASNY). A loan was also considered,
but eventually rejected in favor of the sale alternative, which provided the
needed injection of cash for Con Ed to resolve its cash-flow problems.

Because of the speedy resolution of the Con Ed crisis, no substantial
documentation exists to explain why one alternative assistance plan was
considered better than another. Con Ed's financial condition, however, was
much less grave than several of the utilities identif ied in Chapter II. The
two plants involved, one coal and one nuclear, actually were good "buys" for
the PASNY in that their costs had not outrun their worth. This is hardly the
case with most of the troubled utilities, whose plants under construction are
worth on the open market (or in a state rate case) only a fraction of the
costs already incurred by the utility.

More recently, the allocation of project costs for Middle South's Grand
Gulf nuclear plant among the states of Louisiana, Arkansas, and Mississippi,
and the City of New Orleans has engendered proposals for government-spon-
sored buy-outs. l8J Both the state of Arkansas and the city of New Orleans
are considering plans to buy out Grand Gulf partners (Arkansas Power and
Light and New Orleans Public Service) as a means of avoiding paying for the

14. For a description of the Grand Gulf controversy, see Potential Impazd of the Grand Gulf
Nuclear Power Plant on Small Easinesses, Hearing before the Senate Committee on
Small Business, 98:2 (December 7, 1984).

TM
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high costs of the Grand Gulf project. Such actions are on hold, however,
pending the final allocation of costs by the Federal Energy Regulatory Com-
mission and the courts. E/

THE FEDERAL ROLE IN EAS ING UTILITY FINANCIAL S TRES S

The many ongoing and available nonfederal solutions described above appear
sufficient, if employed, to relieve the short-term financial stress of troubled
utilities. In some circumstances, however, utilities, state regulatory com-
missions, and state legislatures might fail to exercise these options fully,
creating the conditions for a potential utility bankruptcy. The federal gov-
ernment will bear a part of any short-term financial losses through provi-
sions of the tax code that allow such losses to be deducted from the income
on which taxes must be paid. At issue, however, is whether any further
federal assistance is desirable to prevent possible electricity supply short-
ages or severe rate increases resulting from a bankruptcy. Both adverse
results, are untested. Regarding the first Concern, the federal bankruptcy
process appears able to ensure electricity service by the utility operating
through the Chapter 11 reorganization process. As to the second concern, it
is not clear that electricity rates must necessarily increase after a bank-
ruptcy. Nevertheless, the uncertain outcome of a utility bankruptcy re-
mains a strong motivation to avoid it.

This section explores federal options--including loans, grants, or
additional tax relief--to aid distressed utilities that could be threatened
with bankruptcy. These options could meet the immediate cash-flow needs
of distressed utilities. They would do little, however, to rectify the long-
term investment concerns of the utility industry or to provide signals to
consumers regarding the true resource cost of electricity.

Pros and Cons of Federal Intervention to Prevent Utility Bankruptcies

Proponents of federal intervention believe that federal assistance to utili-
ties might be necessary, because the direct and indirect costs of a utility
bankruptcy could cause economic disruption. (See box for description of
federal bankruptcy process.) The magnitude of direct bankruptcy costs are

15. The FERC issued an administrative ruling on June 13, 1985, allocating Grand Gulf
costs among Middle South operating companies as follows: Arkansas Power and Light
(36%), Louisiana Power and Light (14%), Mississippi Power and Light (33%), and New
Orleans Public Service (17%). Middle South Utilities has recently proposed that each
operating company (and its respective ratepayers) be charged one~third less than the
FERC allocation. If the proposed settlement is adopted, Middle South investors would
absorb a revenue loss estimated at $1.1 billion over 10 years.



THE FEDERALBANKRUPtCY PROCESS

How likely is it that an investor-owned utility will go bankrupt? Until
the Wabash Valley (an electric cooperative) declared bankruptcy in May 1985,
a utility bankruptcy of any type (investor-owned or co-op) had not occurred for
over 50 years. Although an investor-owned utility could itself declare bankruptcy,
it is unlikely to do so until its managers have exhausted all the available options
reviewed in this chapter. Instead, an investor-owned utility is likely to face
bankruptcy only when its creditors force it to do so. Creditors' actions will be
motivated by their perceptions of the relative cost to them of bankruptcy,
compared with the cost of the continued utility operations. The creditors' actions
are necessarily affected by how the state regulatory commission responds to the
liquidity problems facing a distressed utility, their perceptions of demand growth,
and prospects for cost recovery of plants under construction. Not all creditors,
however, may be in the position of extending debt or voluntarily reducing interest
payments to prevent bankruptcy. Many smaller bondholders cannot renegotiate
changes in the terms of the utility's loans, and defaults may occur without the
larger creditors' being able to prevent them.

A utility filing for bankruptcy (or forced to file for bankruptcy) petitions
the federal bankruptcy court under Chapter 11 of the Bankruptcy Act
(U.S.C. Section 1129). The federal bankruptcy judge then appoints committees
to represent different classes of creditors preferred stockholders, secured and
unsecured bondholders, and common stockholders. A court appointed utility
representative (the trustee) presents a reorganization plan to the court within
a specified time period. The trustee also operates the company during the
reorganization period to assure both continued electricity service and electricity
sales revenues. This trustee is obligated to protect the rights of the creditors,
not the consumers or taxpayers. The plan must discuss disposition of all property
contemplated mergers or consolidation with other public or private utilities,
disposition of debts, and outstanding securities.

i f creditor committees can agree on a reorganization plan, each class of
creditors reviews the plan. A class of creditors is judged to have approved the
plan if a majority of individuals in a class deem it acceptable and credit holders
owning two-thirds of the dollar amount of each class accept the plan.

If one or more classes do not approve the reorganization, the court is
required to provide a "fair and equitable" solution. A fair and equitable plan
usually means that creditors have been paid "all they could reasonably expect
given the circumstances." The plan must give priority to secured bondholders,
followed by unsecured bondholders, preferred and common stockholders, in that
order. Consumers may or may not directly play a role in the reorganization,
although the state regulators have to approve rate adjustments, and sales and/or
mergers. (The important role played by regulation is the major difference between
the bankruptcy process for electric utilities and non~regulated corporations.)
If no acceptable reorganization plan can be developed, the trustee could choose
to initiate Chapter 7 liquidation proceedings. Liquidation of assets is an unlikely
possibility, however, for a major utility with a large service area that cannot easily
be replaced by another utility.

Chapter HI RESOLVING THE CURRENT FINANCIAL STRESS 35
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difficult: to estimate, however, apart from the high litigation costs likely to
be experienced in the reorganization process. la/ Two recent studies of the
effects of a potential bankruptcy examined one utility, Public Service of
Indiana. The studies suggest that rate increases borne by consumers would
be higher if bankruptcy occurred, primarily because of two assumptions:
that the costs of refinancing would be higher to the post-bankruptcy firm,
and that these costs would be borne strictly by consumers through
electricity price rises.lZl This outcome might not occur, however, if the
state regulators denied full rate increases and creditors were forced to
absorb some of the economic losses of bankruptcy.

Proponents of federal intervention also believe that a utility bankrupt-
cy could produce severe regional economic losses and potentially lead to a
chain of bankruptcy petitions by other utilities in financial distress. More-
over, indirect bankruptcy losses could be shared nationwide by investors and
creditors, resulting in costs that exceed the benefits of weeding out ineffi-
cient firms and, presumably, reducing overall income subject to federal tax-
ation. Federal assistance could, therefore, be justified by economic disrup-
tion or national security reasons--as in the $1.5 billion federal loan guar-
antee to Chrysler Corporation in 1979 or the $250 million loan to Lockheed
in 1971. EJ Finally, advocates of federal assistance note that a utility

16 .

17.

18;

Legal costs arising from the Washington Public Power Supply System default, for
example, could approach $250 million. See "The High Costs of Suing--Or Being Sued
By--WPPSS," Credit Markets, July 1, 1985.

See Congressional Research Service, "Utility Bankruptcy: Thinking the Unthinkable?";
and David Lantz, "Paying for Marble Hill' How the Bankruptcy of PSI Could Affect
indiana's Economic Deveiopment" (Hoosiers for Economic Development February 19B5) .

None of these cases offer an exact analogy for utilities, however. The loan guarantee
granted to the Chrysler Corporation in 1979 was directed primarily at preventing the
potential loss of 140,000 to 400,000 jobs. In that case, the company argued successfully
that the psychological impact of a bankruptcy declaration would erode consumer con-
fidence in the long-term ability of the company to service its products, leading to near
total loss of market share and liquidation of the company and its dealer network. Unlike
Chrysler, utilities (as monopolies) would not risk losing their market shares during
the reorganization period. See Chrysler Corporation Loan Guarantee Act of 1979,House
Report No. 96-690 (December 8, 1979). After Penn Central and seven other northeastern
railroads went bankrupt in 1970, the federal government formed a publicly owned
railroad system in order to maintain freight and commuter service and prevent economic
disruption. Eventually the federal government reimbursed previous creditors of these
bankrupt rail systems under terms set by the special bankruptcy court. Similarly, the
federal government came to the aid of the financially strapped Lockheed Corporation
in 1971 to prevent the collapse of an industry deemed essential to national security.
Finally, the federal government, through the Federal Deposit Insurance Corporation,
took over the assets of the Continental Bank of Chicago--absorbing as much as $3.8
billion in potential losses in bad loans--to protect the depositors and prevent widespread
disruption in the financial community. See CBO, The Budgetary Status of the Federal
Reserve System (February 1985)-
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bankruptcy could have severe long-term consequences, by reducing the abil-
ity (or willingness) of the industry to raise capita] for large, caseload plants
when they are needed.

Assuming that a utility bankruptcy would not affect public health and
safety through widespread disruptions in electricity supply, the only other
condition that would warrant special federal relief to individual utilities is
the threat of economic disruption. But according to available evidence the
adverse economic effects of a bankruptcy probably would be small. Current
f inancial problems are l imited to the small group of  f irms that have
experienced construction difficulties in recent years. These utilities' low
stock prices and bond ratings indicate that national markets have already
responded to the higher risks of investing in such firms. National investor
markets would therefore be relatively unaffected if' one of these companies
were forced into bankruptcy. Bankruptcy effects on consumers--which
would also influence regional economic activity--also appear limited since
investors would bear most of the loss.

Further, the prospect of federal aid could lead to less eff iciency if
state regulators and electric utilities believed they could pass. on local losses
to the nation at large. This would reduce incentives to minimize losses and
to work out their distribution in a manner generally seen as fair. Also, any
precedent established for federal assistance would have to be applied
throughout the utility industry, possibly leading to greater federal deficits
at a time when the intent of Congress is to reduce them.

.In addition, aiding the few utilities that have had construction diificul-
ties would be discriminatory, because most utilities have built their own
generating capacity without special assistance. In the long run, a policy of
intervention would artificially reduce the costs of excess generating capa-
city, thus distorting the economic signals to both the buyers and the sellers
of electricity.

Federal Options to Aid Cash Flow in Distressed Utilities

If distributional considerations do warrant intervention, the options with the
greatest applicability to improve utilities' problems with short-term cash
flow include loans, loan guarantees, direct grants, and selective tax relief.
These measures could relieve current financial problems but would do little
to discourage inefficient future investment, since they would relieve today's
excess costs without addressing the problems behind them. Direct aid, for
example, would not correct the causes of construction cost overruns.
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Subsidized Loans, Guarantees, and Grants. Loans or grants to assist dis-
tressed electric utilities include:

o Providing low interest loans or loan guarantees at rates higher
than the Rural Electrif ication Administration's current rate of
5 percent, but presumably lower than the going market rate, and

o Providing grants to utilities in financial distress in order to allay
fears about the long-term supply of electricity. Such grants, for
example, could take the form of electricity price supports to in-
crease the utilities' rate of return.

The ultimate costs of such federal subsidies would vary with the number of
utilities made eligible for benefits and the length of support. (The costs of
completing just the nuclear plants under construction by the 15 distressed
utilities discussed in Chapter II would be about $11 billion while the pur-
chase of all plants now under construction would cost about $120 billion.) In
the short term, these federal options could provide important relief for the
current difficulties of troubled utilities. Firm-specific assistance, however,
would effectively penalize those companies that succeeded in constructing
facilities and maintaining normal operations without subsidies. By subsidiz-
ing these overly expensive plant investments, federal loans or loan guaran-
tees could encourage inefficient future utility investments.

Identifying the proper subset of utilities to assist would also be difti-
cult. Some believe that the sole precondition for federal intervention should
be an actual bankruptcy declaration, so as to limit assistance to companies
that had truly run out of f inancial alternatives. Unfortunately, significant
financial and legal damages would accrue if federal assistance was withheld
until this stage. As an alternative, objective "distress criteria" could be
used to target utilities meriting federal assistance before an actual Chapter
11 bankruptcy occurred. The Federal Energy Regulatory Commission pro-
posed a financial distress test in 1983 as a precondition for the commission's
granting construction expenditures in the rate base. To qualify for consider-
ation utilities had to have a bond rating of BBB or lower from Standards and
Poors or Baa or lower from Moody's. 12/

Tax Relief. For many years, utilities have received significant federal tax
benefits such as the accelerated depreciation and investment tax credit,

19. The Commission also proposed alternative indicators of financial distress: quality of
earnings (ratio of cash income to total income) and interest coverage (ratio of earnings
to interest payments). See FERC Order 555 (July 1983) and Congressional Research
Service Commission on Energy Report (June 1982).
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de s igne d to  e ncoura ge  ca pita l inves tment.2Q/ Ne ve rthe le s s --in  re cogni-
tion  o f the  h igh ly ca p ita l-in te ns ive  na tu re  o f the  indus try--a dd itiona l ta x
re lie f' could provide  s ome  ne e de d liquidity for utilitie s  s uffe ring from ca s h-
flow difficultie s . It wo u ld ,  h o we ve r,  p ro vid e  a  win d fa ll fo r o th e r,  mo re
fina ncia lly succe s s ful utilitie s .

In general, additional tax deductions or credits would be of little use
to the most distressed utilities, since many have already accumulated large
tax benefits which they are unable to use (such as unused investment tax
credits) or lack sufficient pretax profits with which to use additional deduc-
tions. For example, the average federal effective tax rates are relatively
low for most of the troubled utilities (see Table 5). Only Middle South, Ohio
Edison, Public Service of New Hampshire, and Toledo Edison paid more than
10 percent in the 1982-1983 period.

Allowing utilities to sell their unused tax credits or borrow against
them to increase cash flow could aid many of the troubled firms. Although
the utility industry as a whole made extensive use of the investment tax
credit (ITC) provision in the past (the estimated revenue loss to the
U.S. Treasury was $2.3 billion in 1983), this provision is now of limited worth
to many of the distressed utilities because the available credits more than
offset pretax profits. Of the $3.6 billion worth of unused ITs available to
the electric utility industry at the end of 1988, almost $1 billion was held by
the distressed. utilities (see Table 6). Without sufficient pretax profits, how-
ever, such tax credits cannot be used until sometime in the future when
profitability resumes and tax write4offs are needed..@J Options that allow
utilities to use these benefits more quickly could provide short-term help to
certain companies like Consumers Power. Two such alternatives include
selective safe harbor leasing and a reinvestment credit program.

Selective safe harbor leasing would allow utilities to sell some of their tax
benefits to other corporations through partial sale of property. In turn,
through a leasing arrangement, the utilities could still operate the plant.

20. Like other businesses, utilities are allowed a 10 percent investment tax credit on new
plants and machinery and tax deductions for plant and equipment depreciation. Some
tax provisions apply only to utilities, however, such as the provision Io the Economic
Recovery Tax Act of 1981 allowing utility shareholders w defer federal income taxes
by reinvesting dividends.

21. For example, Consumers Power had accumulated $263 million in unused investment
tax credits by the end of 1982, but the company was unable to use these credits as an
offset to its federal income tax liability in that year because its effective tax rate was
already less than zero without these ITs. As a result, Consumers Power accumulated
even moreunused ITs in 1983 (for a total of $340 million).

hmm
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TABLE 5. AVERAGE FEDERAL BOOK INCOME TAX RATES,
1982-1983 (In percents)8/

Company

1982 Average
Federal
Tax Rate

1983 Average
Federal

Tax Rate

1.9
0.6
8.5
2.0
1.6
0.9

9/

Central Maine

Consumers Power

Dayton P&L

Gulf States

Kansas City Power & Light

Kansas Gas & Electric

Long Island Lighting Company

Middle South

Ohio Edison

Philadelphia Electric

Public Service of Indiana

Public Service of New Hampshire

Toledo Edison

Union Electric

United Illuminating

0.3
-1.7
7.8
1.9
0.6
0.6
0.6

15.8
10.3
9.8
0.7

14.4
9.7
2.0
8.1

15.3

11.2

6.9

1.2

12.9

11.1

1 .1

9.4

Industry Average (137 Major Utilities) 7.9 7.0

SOURCE : CongressionalBudget Oiiice,based on data from Standard and Poors Co., Utility
Compustat II.

a. Computedrates based on method proposed byDonald J. Kiefer, "The Diminishing Federal
Income Tax Burden on Public Utilities: Measurement and Analysis," National Tax
Journal (December 1980) .

b . Data notavailable.
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Such provisions would allow the transfer of utilities' unused tax benefits
(such as ITs) to more profitable companies in need of tax relief. For
example, a utility could sell a small generating plant to a profitable com-
pany that would reap the tax benefits of ownership. In turn, the company
would lease the property back to the utility, which would then operate the
plant, thereby creating a tax benefit transferred through lease rental. At
the end of the lease period, utilities would contract to buy back the leased
plant for a small token amount.

TABLE 6. UTILITIES ' UNUS ED INVES TMENT TAX CREDITS
(In millions  of dolla rs )

Company 1980
Calendar Year

1981 1982 1983

Central Maine

Consumers Power

Dayton Power & Light

Gulf States Utilities

KC Power and Light

Kansas Gas and Electric

Long Island Lighting Company

Middle South

Ohio Edison

Philadelphia Electric

Public Service of Indiana

4

174

38

70

37

44

77

291

83

45

N. A.

12

187

43

41

28

60

82

389

91

53

19

16

263

29

90

35

'79

75

503

98

19

40

16

340

12

112

32

88

66

581

63

140

39

Public Service of New
Hampshire 30

52

20

N.A.

38

54

20

N.A.

58

40

14

79

78

33

14

90

Toledo Edison

Unite d Illumina ting

Union Ele ctric

SOURCE:

NOTE:

Congressional Budget Office, based on Compustat II (Standard and Pours).

N.A. = Not Available.
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The use of this option for other industries has led to criticism in the
past. The Congress ended an experiment with safe harbor leasing in Sep-
tember 1982 after $37 billion in industrial and commercial properties were
leased in 1981 and 1982; utilities were the leading industry emplogfing this
benefit, representing about 10 percent of the leasing activity...;2/ This
option might therefore be applied only to certain utilities to avoid large
Treasury tax losses. The Congress might also consider whether a portion of
such tax benefits should be immediately passed through to ratepayers, or
whether the entire amount should be held by the utility itself' for plant
construction expenditures and so forth.

A reinvestment credit program would allow companies to receive interest
free loans from the federal government based on the company's quantity of
unused investment tax credits. For example, H.R. 3434, introduced in the
98th Congress, proposed the transfer of unused ITs into reinvestment
credits. Once a company declared its ITs for this purpose, any qualified
investment made by the company would be shared by the Treasury (up to
85 percent in H.R. 3434). The company would then pay back the reinvest-
ment over a predetermined time period, yielding, in effect, a discounted
federal loan through the tax system. The size of the loan, qualifying invest-
ments, and eligible industries (utilities were, in fact, to be excluded under
H.R. 3434) could, of course, be varied. This option would not help many of
the distressed utilities if reinvestment credits were not retroactive to facil-
ities recently completed or still under construction, however. Further, tax
options in general tend to clutter an already complicated tax code. The
precedent that would be set by further special assistance to the utility in-
dustry could be applied throughout the economy, since many industries, such
as airlines, have similar problems from time to time. The consequent over-
use of special exemptions could lead to tax laws that do nothing well, in-
cluding raising revenues.

For the 15 distressed utilities examined by CBO, use of these tax
options could provide up to 10 percent of their immediate cash needs. This
assumes that utilities could sell a safe harbor lease at 10 percent of plant
value or that a reinvestment credit program would provide an interest free
loan to the company (thus saving the company 10 percent over one year).
According to this estimate, Middle South Utilities would receive the largest
potential benefits--$58 million. Because the ITC program may be changed
by the Congress this year, it is uncertain how these programs would affect
the long-term investment profile of the industry. Considering the exper-
ience with safe harbor leasing in the past, limiting either option to short-
term use (one to two years) might be advisable to avoid excessive costs to
the federal government.

22. See Joint Committee on Taxation, Analysis of Safe Harbor Leasing (June 14, 1982);
and Margaret Riley, "Safe Harbor Leasing, 1981 and 1982," Tax Notes (November 21,
1983).



CHAPTER IV

ISSUES IN INVESTMENT EFFICIENCY

As discussed in the previous chapters, a few utilities have experienced eco-
nomic losses arising from large construction campaigns. According to avail-
able evidence, the financial outcome in these cases probably will divide
costs between ratepayers and utilities in such a way as to avoid bankruptcy
but prolong their financially weakened position. The federal government
will bear a portion of these losses through provisions of the tax code that
allow utilities to deduct them from taxable income. But beyond this, the
need for direct federal intervention is not apparent.

A better case can be made for federal concern with long-term utility
investment. Such investment is less sensitive to the immediate allocation of
losses than to the more general incentives provided by utility ratemaking.
Utilities now are deferring new capacity investments for three reasons:
current capacity is adequate; the rate of future demand growth is more
uncertain than in the past; and recent regulatory decisions have challenged
traditional utility assumptions about the recovery of invested capital. Many
utilities have moved toward greater financial flexibility through strategies
that postpone the need for new investment--principally by reducing peak
load demand and by meeting small increments of demand with power pur-
chased from utilities with excess generating capacity. This approach ap-
pears well-suited to current conditions.

Under any reasonable scenario for future demand growth, some new
generating capacity eventually will be needed. This raises the central policy
issue in long-term electricity supply: the ability of current regulatory in-
centives to encourage the mix of equipment and fuels best suited to the
economic realities of the coming decades. Most of the responsibility for the
economic regulation of the electric utilities rests with state authorities. A
federal concern also exists, however, not only because an efficient electric-
ity supply contributes to national economic well-being, but also because the
federal government is already involved: by regulating wholesale electricity
transactions and the organizational structure of the industry; by providing
incentives for competition in electricity supply from outside the utility in-
dustry; and by influencing the choice of fuels used to generate power.

1 u13
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THE UNCERTAIN DEMAND FOR ELECTRICITY

In September 1985, the North American Electric Reliability Council (com-
prising representatives of the electric utility industry) published its mem-
bers' 10-year forecast of growth rates in net generating capacity additions
and peak demand.l/ For the nation as a whole, the electric utilities pro-
jected annual growth of electricity peak load would be about 2.7 percent a
year from 1985 through 1994, although annual demand growth has averaged
about 5 percent over the last two years. Considerable uncertainty persists
concerning future load growth. Recent demand forecasts provided to the
Congress range from 1.5 percent to 5 percent per year (see Table 7). Most
analysts believe that demand growth will fall somewhere in the middle of
this range, although individual utility systems may experience even greater
variation.

Why is future demand growth so uncertain? First, analysts often dis-
agree about both the future behavior of important economic determinants
of demand--such as economic growth, electricity prices, and the prices of
alternative fuels--and how changes in these factors, if they could be pre-
dicted, would actually affect demand. During the 1960s, for example, real
disposable income generally grew at about 4 percent annually. Together
with falling electricity prices, this led to demand growth of Spercent to
7 percent per year. But during the ensuing decade, electricity prices in-
creased threefold and real disposable income grew at only 2.7 percent per
year, causing demand to grow only 2.5 percent annually. Currently, most
forecasters expect modest GNP growth and decreases in real electricity
prices (see Table 7). Low oil and gas prices are, therefore, expected to
offset slightly the excessive costs of new nuclear power plants.

Besides these important macroeconomic factors, analysts cannot pre-
dict well the technological trends that also affect electricity demand--
future industrial electricity needs, efficiency improvements in existing
electric equipment and appliances, and the so-called "penetration rate" of
equipment using electricity as opposed to gas.3J Utilities' own efforts at
load management may also affect future demand growth.§/ A 1983 study

2.

1 .

3.

North Aznerican Electric Reliability Council, Electric Power Supply and Demand,1985-
1994 (1985).

See testimony of Dr. Richard E. Rowberg, Office of Technology Assessment, before the
Senate Committee on Energy and Natural Resources, July 25, 1985.

Load management programs are designed to reduce the need to generate additional
power from expensive plants to cover short surges (or peaks) in daily demand. By
reducing peak demand--for example, by encouraging consumers to use appliances
(washers, dryers, and so forth) during "o£f~peak" hours--the need for additional, costly
plants can be lessened. -

ll !
!
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TABLE 7. ALTERNATIVE VIEWS OF THE LONG-RUN OUTLOOK FOR PEAK
DEMAND GROWTH, ELECTRICITY PRICES, AND GNP GROWTH

Projection

Percent Growth
in Annual

Peak Demand
(forecast period)

Percent Change
in Electricity

Price
(forecast period)

Percent
Growth in

GNP
(forecast period)

Energy Information
Administration

3.2
(1985-1995)

-0 .3
(1985-1995)

2.7
(1985-1995)

North American Electric
Reliability Council

2 . 2
(1985-1994)

N.A. N.A.

Data Resources, Inc. 2 » 2
(1985-1990)

4. 6
(1985-1990)

N.A.

Wharton Econometric
Forecasting Association

2 I 8
(1984-1994)

N.A. 2 . 8
(1984-1994)

Siegel and Sillier 4.0-5.0
(1985-1990)

-1 .5
(1985-1990)

3.5-4.0
(1985-1990)

Applied Energy
Services, Inc.

2.4
(1985-1990)

-1 .0
(1985-1990)

Salt 1 .5
(1980-2000)

1 .5
(1980-2000)

2.'7
(1985-1990)

2.6
(1980-200)

SOURCES: Energy Information Administration (EIA): Annual demand growth rate from
Testimony of Dr. Helmut A. Merklein, before the Senate Committee on Energy
and Natural Resources, July 25, 1985. Electricity price and GNP growth from
EIA,Annual Energy Outlook 1984,

North American Electric Reliability Council: Electric Power Supply and
Demand 1985-1994.

Data Resources,Inc.: DRI Energy Review (Spring 1985) .

Wharton Econometric Forecasting Association: Testimony of Mark W.French,
before the SenateCommitteeon Energy and NaturalResources,July 25, 1985.

Siegel and Sillinz Testimony of John Siegel and John Sillier, before the Senate
Committee on Energyand NaturalResources,July 25, 1985.

Applied Energy Services, Inc. Testimony of Applied Energy Services before
the Senate Committee on Energy and NaturalResources, July 13,1985.

Salt: Testimony of William Hogan, before the Senate Committee on Energy
and Natural Resources, July 23, 1985, Table 1.

NOTE- N.A. = Not available.
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estimates, for example, that generating capacity of about 27 gigawatts
(roughly equivalent to 27 large nuclear generating stations) that formerly
would have been needed bY 1992 will not have to be built because of the
conservation and load management programs now in place.§J Additional
utility load management could yield further savings, because less than
1 percent of the residential load is now subject to such techniques. Exten-
sion of these methods could help reduce the need for new generation in
many service areas, although the effectiveness of such programs is likely to
vary widely from location to location. §/

Implica tions  of Unce rta inty for Inve s tme nt P la nning

The wide range of demand forecasts presents a dilemma for utilities. High
growth calls for entirely different actions from those needed if low growth
occurs. Forecasters of high demand growth believe it may already be too
late to prevent shortages by the early 1990s. Those who foresee more
modest demand growth warn that starting to build new power plants now
could lead to underused capacity or costly cancellations. Utilities were
forced to cancel 97 nuclear and 75 fossil fueled plants between 1974 and
1984, in part because of overly optimistic expectations for future demand
growth. Analysts predicting low growth, therefore, believe it would be wise
to defer new investments in large caseload generation plants until actual
demand can be more clearly seen. They note the availability of short lead-
time options, such as gas turbines, that provide a "safety valve" in case of
an unforeseen surge in demand.

Thus, because of demand uncertainty, utilities face two kinds of risk:
that of adding capacity to meet demand that is not forthcoming, and that of
failing to anticipate demand growth and having to meet it with equipment
that is economically unsuited to the task. Both risks involve considerable
cost.

4. See Investor Responsibility Research Center, Generating Energy Alternatives:
Conservation, Load Management and Renewable Energy at America's Electric Utilities
(1983), cited in Office of Technology Assessment, New Electric Power Technologies for
the 1990s (1985).

5. When considering the additional uncertainties in the retirement age of power plants,
the Office of Technology Assessment has noted that this demand growth range could
lead to differences in new capacity requirements in 1995 of as much as 150 gigawatts
of capacity (roughly equivalent to 150 large nuclear power plants). See testimony of
Dr. Richard Romberg, July 25, 1985. Also see "How Old Are U.S. Utility Powerplants,"
Electrical World (June 1985).
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If, for example, a utility today faced a plausible but uncertain peak
demand forecast of 5 percent growth per year through 1995, the utility
might choose to forgo building new large caseload capacity now in favor of
waiting to see the outcome of demand growth, and then hastily constructing
smaller and less efficient units if the demand materialized. If demand
growth actually proved to be 5 percent, economic losses would result
through the costs of using more expensive fuels and less efficient tech-
nologies than the caseload plant would require. But if the utility built a
caseload plant to meet the high forecast and demand growth proved less
than 5 percent, economic losses would arise from the carrying cost of not
using the capital investment. For the utility sector as a whole, these capi-
tal-related losses could be even greater than the losses related to operating
efficiency (see the following box).

The optimal investment strategy for each utility will, of course, vary
according to the utility's service territory, its electricity demand character-
istics, the current financial condition of the utility, its access to trans-
mission systems, and the practices of its regulatory commission.§/ Thus,
the example above does not imply that smaller units, instead of caseload
plants, should always be built. Rather, it suggests that deferred investment
may be the "least-cost" strategy considering the uncertainty about demand
growth.

In general, utilities appear to have adopted this deferred investment
approach. Construction activity is at its lowest level in more than 20 years
despite almost 5 percent demand growth over the 1983-1984 period. Two
factors explain this strategy. First, current generating capacity is ample
and should remain so in all regions through 1992. For the nation as a whole,
reserve margins are above 35 percent, or about 50 percent higher than a
decade ago (see following box). National average reserve margins are ex-
pected to remain above 25 percent in most forecasts through at least 1995
(see Figure 2).1/ The Energy Information Administration, for example,
does not project national average reserve margins to fall below 23 percent
until 1993, although some regions could have reserve margins be-
tween 20 percent to 27 percent after 1990.§/ Demand would have to grow
at greater than 3 percent annually from 1983 to 1993 before the reserve

7.

8.

See, for example, E. Cazalet and others, "Costs and Benefits of Over/Under Capacity
in Electric Power System Planning,"ElectricPower Research Institute, EA-927 (1978).

A 15 percent to 20 percent reserve margin is generally considered prudent.

A recent DOE staff report also does not foresee any capacity or reliability problems
in any region through 1994. See Department of Energy, Staff Report-~Electric Power
Supply and Demand for the Contiguous United States 1.988-1994, DOE/IE-003/1 (May
1985),p.4.

6.

i



THE RISKS OF OVERBUILDING

The utility industry is just emerging from a 15-year period of profound
change, during which over 160 caseload plants were abandoned or cancelled
because demand growth did not materialize as expected. (Demand growth in the
1970s was only 2.5 percent annually compared with the 7 percent annual growth
experienced in the 1960s.) The industry currently possesses substantial excess
capacity, and an increase in demand above the anticipated level of 2.7 percent
per year would require new capacity additions only after 1990. In light of the
high capital costs of new caseload plants and recent regulatory decisions that
have limited some utility's cost recovery of plants deemed as "excess capacity,"
legitimate concern exists about the willingness of utilities to meet higher demand
growth if it oeeurs. For these reasons, the costs of investing now to meet a high
demand that again might not materialize appears greater than the costs of
meeting unexpectedly high demand when it actually occurs with quick-to-build,
but expensive-to-operate peaking capacity having a low capital cost.

Consider two cases. In one, utilities decide today that future growth will
be 5 percent per year through the 1980s, instead of the 2.7 percent they had
recently predicted. To meet expected shortfalls, utilities could begin construction
of substantial new capacity (93 gigawatts) in 1986 to enter service in 1993. If
demand materialized, industry revenues would grow to meet the added costs
without changes in electricity prices. If the added demand did not materialize,
however, utilities would have added new capacity eight years sooner than
necessary, incurring between $39 billion and $47 billion (in discounted 1984
dollars) in unnecessary carrying costs. (Demand growth below 2.7 percent would
delay the need for these plants even longer, thus raising the costs of guessing
wrong.)

On the other hand, if the utilities did not change their current building
plans and demand did grow at 5 percent per year, power shortfalls in the 1990-
1995 period would have to be made up by peaking units that can be built more
quickly than new caseload plants. (Building of these plants is assumed to begin
after four years of the 5 percent trend). The costs of guessing wrong in this case
would be between $31billion and $41billion (in discounted 1984 dollars),
assuming a rather high 4 cents per kilowatt-hour difference between the cost
of using peaking units rather than caseload plants to generate electricity.
Although this cost is high, it remains below that of building the larger, more
efficient plants and then experiencing lower than expected demand growth.

Two caveats apply to this analysis. First, it is intended to illustrate the
magnitude of the costs involved rather than to forecast future events. Second,
it says nothing about who bears these costs. Under current regulatory practice,
the utilities tend to bear the costs of overcapacity while the ratepayers tend to
bear the costs of inefficiency.
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RESERVE MARGINS AS INDICATORS OF SYSTEM RELIABILITY

Reserve margins indicate the reliability of power supplies. They generally
represent the difference between system capacity and peak demand, expressed
as a percentage of peak demand. Disagreement exists concerning their use as
a criterion to determine excess capacity, however. Questions have also arisen
about the use of reserve margins as indicators of reliability, given the inordinately
long construction periods needed for additions to caseload capacity.

One of two approaches to measure reserve margins are typically taken,
each of which treats capacity somewhat differently. The first and most commonly
used method is to treat capacity as installed (or "nameplate") capacity. This
method is referred to as Planned or Installed Reserve Margins. Over the last
decade Installed Reserve Margins at the regional level have ranged between 15
and 38 percent, with 20 percent considered reasonably adequate. The second
method is to define capacity only in terms of that capacity that is currently or
likely to be available during peak load demand periods. This second type of
calculation is called the Available Reserve Margins method. Available capacity
is always less than installed capacity and it includes adjustments for outages,
deratings, and maintenance. Thus, Available Reserve Margins are always smaller
than Installed Reserve Margins; historically these have ranged from about
5 percent to 20 percent. JJ

Critics of the Installed Reserve Margins measure argue that installed
capacity overestimates capacity actually available. Critics of the Available
Reserve Margins method argue that available capacity understates capacity
actually available during peak loads by failing to account for regional electricity
exchanges and better maintenance scheduling.

The debate over which indicator ought to be used unfortunately ignores
the fact that no indicator ought to be used solely to determine if the system is
reliable. Moreover, the optimal size for either Installed or Available Reserve
Margins will differ by utility and region. 3/ Differences in demand characteristics,
such as volatility and growth, transmission capacity and number of
interconnections, and costs of maintaining "backup" capacity will affect the
"optimal" reserve margin, regardless of how it is calculated.

1. Department of Energy, Staff Report~~ELectric Power Supply and Demand.

2. Examples of how "optimal" reserve margins may differ by individual utility can
be found in the sensitivity analyses conducted using the Electric Power Research
Institute's "Over/Under Capacity Model." See also Electric Power Research
Institute, "Generating Capacity in the U.S. Electric Utilities: An Update," EA-
3918-SR (1984); and North American Electric Reliability Council, An Overview
of Reliability Criteria(December 1982), to find examples of regional differences.
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Figure 2.

Electricity Capacity Reserves Under Alternate
Scenarios for Demand Growth
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SOURCE: Congressional Budget Office based on the following forecasts of.demand growth: North
American Electric Reliability Council-2.2 percent, Energy information Administration -
3.2 percent, and Siegel and Sillin-4.5 percent.

margin would fall below 20 percent. Second, any utility that begins a new
construction campaign probably will incur high capital costs because in-
vestors now favor companies that have completed large-scale construction
projects and penalize those still involved in construction, especially of nu-
clear power plants. 91

Risks of Physical Shortages

Some analysts have raised the possibility that deferred investments now
could lead to physical shortages of electricity in the future. 8/ But, even if

9. See Douglas Randall, Standard and Pools Corporation, Summary Remarks to Senate
Committee on Energy and Natural Resources, July25, 1985.

10. See, for example, K.C. Studness, "Why a Shortage of Electric Generating Capacity is
All But Inescapable,"Publie Utilities Fortnightly (August 1985).

iii .
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demand does grow faster than most forecasters expect, it can be misleading
to infer future shortages of electricity simply by comparing generating
capacity now in place with a high demand scenario. Utilities have many
options that can both meet future power needs and serve the utilities' stated
financial objective of minimizing the capital they have at risk. These op-
tions include: extending the life of current power plants; adding smaller,
conventional power plants, such as combustion turbines, that can be built
quickly; adding smaller caseload plants, perhaps 500 megawatts or less; en-
couraging further conservation by customers, and purchasing power from
cogenerators or neighboring utilities lll Tab1e 8 shows the approximate
annual average cost of these options. In addition, highly efficient, modular
units employing emerging technologies will become available,
although widespread deployment appears unlikely in this century.

increasing

But if physical shortages are not an issue, the incentives for utility
managements to select a least costly strategy is. The task of economic
regulation is to allow utilities to base investments on their economic and
technical merits, rewarding sound choices and penalizing poor ones. Many
current practices, however, fall short of that ideal.

11. Hugh Holman, "The Next Generation: Capacity Planning for the 1990s," PublicUtilit ies
Fortnightly (September 5, 1985).

12. Office ofTechnology Assessment, New Electric PowerTechnologies (July 1985).

13. Utilities' investment options may also be significantly affected by comprehensive
revisions to the federal tax code, which are now under consideration by the Congress.
See, for example, The President's Tax Proposals to the Congress for Fairness, Growth
and Simplicity (May 1985). Probably must important from the standpoint of uti l i t ies'
plans for new capital investment--other than the overall uncertainty as to what demand
changes will actually take place--are the Administration's proposals to repeal the
investment tax credit program and to adopt a new capital' cost recovery system. On
balance, it appears that the President's plan could make future utility investment in
new generating plants more attractive than at present, primarily because the President's
plan would lower the current corporate tax rate from 46 percent to 33 percent. Specific
changes could severely affect individual firms, however, depending on their individual
tax position and the nature of the change. For example, utilities that had claimed large
depreciation writeoffs over the last five years could be forced to pay a special windfall
recapture tax under the President's proposal. See "Tax Plan' Smokestack View," New
York Times, July 2, 1985. In addition, the Administration is also proposing changes
in the accounting treatment of investment tax credits that could benefit ratepayers.
See "Billions At Stake in Tax Dispute," Energy Daily, September 4, 1985. Both of these
proposals could strain a company's short-term cash flow in some cases.

i n
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TABLE 8 . COSTS OF SUPPLYING ELECTRICITY, BY TECHNOLOGY OPTION
(In 1984 dollars)

Electricity Source
Cost

(cents per kph)

4 . 2 3

4.85-6.25
6.85~'7.56
5.70-7.34

Baseload Plant 2/
Coal Fired (500 megawatts)

Peaking Units 9]
Natural Gas-Combined Cycle (250 Mw)
Natural Gas-Combustion Turbine (75 Mw)
Resit Fired-Combined Cycle (250 Mw)

Cogeneration *JJ

Upgrade of Existing Plant S/

Purchased Electricity Q/

4.0-7.0

2.0-6.7

2.0-7.0

SOURCE'

a.

b.

c.

d.

Congressional Budget Office.

Capital, operating and maintenance costs from Electric Power Research Institute (EPRI),
Technical Assessment Guide. Exhibit App. B4-4b, BH-16b, B4-18b all for the East/West
Central regions (Palo Alto, Calif: EPRI, May 1982). Fuel prices from Energy Information
Administration, Annual Energy Outlook 1984, Tables 16, 17, 18 (January 1985). Price
spread for peaking units results from number of years for capital recovery. Lower cost
is for capital recovery over 20 years. Higher cost is for capital recovery over five years,
and in which case a utility plans to have caseload capacity coming on line at the end
of that time period.

See "States' Cogeneration Rate-Setting Under PURPA, Part 4," Energy User News,
Vol. 9, No. 40-43 (October 1984).

Costs are highly project specific. See Office of Technology Assessment, New Electric
Power Technologies (July 1985), Chapter 5.

Energy Information Administration, Financial Statistics of Selected Electric Utilities
in the United States. The large spread reflects cost differentials in excess power
availability stemming from geography, current reserves, month of sales, and so forth.

REGULATORY ISSUES IN INVESTMENT CHOICE

About 70 percent of the electricity in the United States is supplied by privately
owned utilities. 8/ These firms are franchised monopolies, legally

14. Most of the remaining electricity is generated by a number of publicly owned enterprises
consisting of six federal power systems, 900 rural cooperatives, and 2,200 municipal,
state, and regional power authorities.

i i
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obligated to provide electric energy to specific territories. To meet demand
growth, they must build new plants, and to build plants they must raise large
amounts of capital from earnings, stock sales, and the bond markets. This
has made electric power one of the most capital intensive industries in the
United States, accounting for 20 percent of all industrial capital investment,
one-third of all corporate financing, and one-half of all new common stock
issuances.§/ It also implies, however, that the regulatory treatment of
capital investment is the salient long-term issue for the electric power
industry and its customers.

Interstate transactions for wholesale electricity, about a third of all
electric utility sales, are regulated by the Federal Energy Regulatory Com-
mission (FERC). But the bulk of electricity transactions are retail sales of
electricity, and these are regulated by state public utility commissions. The
major concerns of each state commission are to assure that ratepayers are
given reliable service at "just and reasonable" rates and that utilities provid-
ing such service are allowed returns adequate to attract capital. The com-
missions accomplish these goals through rate regulation.

The Hope Decision

Current state and federal ratemaking practice is based largely on the Su-
preme Court's Hope Natural Gas case of 1944. LQ/ The court's decision es-
sentially set forth three principles that guide state regulation:

o Investors in utilities should earn a return comparable with that
earned in other businesses with similar risks and uncertainties;

o The allowed return should ensure the financial integrity of invest-
ments in a utility; and

o The allowed return should be sufficient to attract the necessary
capital for future construction projects.

The Hope decision became the precedent that state regulators follow
in assessin'g adequate revenue requirements for utilities in their jurisdic-

15 . Scott Fern, America's Electric Utilities: Under Siege and In Transition(NewYork,
N.Y.: Praeger, 1984).

16. Federal Power Commissionv.Hope Natural Gas Co., 320 U.S. 591 (1944).

wa n
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sons. But it established no precise formula for doing so. Under the Hope
criteria, utility revenues are considered adequate when revenues from elec-
tricity sales cover the cost of providing electricity plus a "fair" rate of
return on the value of the utility's assets (the rate base). It did not matter
to the court whether a utility earNed a low return on a high capital base, or
a high return on a small base, as long as these principles were upheld. As a
result, state regulators now have considerable discretion with regard to the
actual procedures used to determine rates.

Two closely related concerns have dominated current thinking about
the regulatory treatment of utility capital investments. The first is the
treatment of the capital that is committed during the lengthy construction
of a modern power plant. Allowing the utility to charge ratepayers for all
or a major portion of these committed funds would improve cash flows signi-
iicantly and reduce the business risk of major projects. On the other hand,
it might reduce incentives for construction efficiency and the consideration
of less capital-intensive alternatives.

The second concern is the bearing of risks and rewards. A utility's
legal obligation to provide electricity service for its area creates strong
pressures to assure generating capacity. Constructing a plant that is both
timely and cost-effective can provide significant savings to customers,
without necessarily providing the utility greater profits. On the other hand,
overbuilding to meet a forecast demand that does not materialize produces
surplus capacity. Either electricity customers must pay for this capacity
they cannot use immediately, or the utility and its investors must assume
the costs. The division of these risks and rewards between the utility and its
customers is a major regulatory issue.

Charging for Construction Work in Progress

A central question in electricity ratemaking is the treatment of plants
under construction--namely, when charges should be included in electricity
rates and how high they should be. Each state utility commission treats the
recovery of new plant investment differently. About half the states have,
on occasion, incorporated a portion of the construction work in progress
(CWIP) into the rate base. This treatment allows utilities to recover part of
the costs of CWIP before the plant becomes used and useful.

When CWIP is not allowed in the rate base, state regulators generally
provide an "allowance for funds used during construction" (AFUDC). As



ChapterIV ISSUES IN INVESTMENT EFFICIENCY 55

most widely applied, AFUDC is an accounting method for treating the fi-
nancing costs of plants under construction and deferring those costs
until the plant is completed and entered in the rate base. Under AFUDC,
construction expenditures for plants not yet in service are set aside in a
special account which is listed as an asset on the balance sheet. This ac-
count is merely a tabulation of the accruals allowed for return of capital
expenditures. This "asset" earns an allowed return just as any other utility
rate base property, but the calculated return is not realized as cash income
by the utility until the facility is placed in service. Until then, the utility
must maintain its cash flow in other ways, often by issuing debt.

To the extent that an AFUDC account is used to defer the return on
invested capital, the utilities' shareholders bear the risks of lower than ex-
pected demand, delays in power plant completion, and cost overruns. This
practice can lead to several difficulties for utilities. First, electricity con-
sumers are initially shielded from one price effect of their
consumption--the need for new capacity--and later presented with sharp
rate increases. At the same time, the utility's ability to make additional
investments is constrained by cash-flow limitations and the recognition by
investors that business risk has been increased by the lower quality of earn-
ings. Finally, if the demand for electricity proves to be less than forecast
when the plant was begun, the utility may be required to bear the carrying
costs of the excess capacity until it becomes used and useful. (The differ-
ences between AFUDC and CWIP ratemaking are discussed at greater length
in Appendix A.)

Sharing of Risk and Reward

In contrast with capital costs, the fuel costs of producing electricity are
recovered quickly in most states, often through "fuel adjustment clauses."
These allow all or part of increases in fuel prices occurring between rate
hearings to be recouped, usually with minimal delay, in order to ensure
enough cash flow to purchase fuel. Thus, ratepayers usually bear the risks
of higher electricity costs caused by fuel price increases, and stockholders
generally bear the risk that some portion of their invested capital will be
lost or earn less than the anticipated return.

Beyond these general tendencies in assignment of risk, however, utili-
ties face considerable uncertainty regarding the treatment of capital
charges, as few states have firm standards for rate treatment of CWIP. For
completed plants, many state commissions are reinterpreting the used and

Tlwnf
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useful standard of plant cost recovery to require that a new plant is actually
used to meet current demand and is not simply operational. £1

Such decisions lend credence to utilities' claims that they face an "as-
symmetry of risk" in the present regulatory environment. In this view, state
regulators pass on to ratepayers the savings achieved when utility manage-
ment makes the right decisions, but are not as willing to pass on cost in-
creases for construction efforts rendered unnecessary because of changing
demand conditions. Indeed, many utilities have stated they will not build
new caseload plants, regardless of demand, until these regulatory conditions
change. 8/

Not all the efforts of regulators to shield consumers from extreme
price increases have been financially detrimental to utilities, however. In-
deed, many utilities have proposed that rate commissions not enter the en-
tire cost of a completed plant into the rate base at once, but rather phase it
in over several years to allow customers a period of adjustment to the
higher prices. Although this delays the cash return on investment, it does
not necessarily eliminate it, because the unincluded portion of the plant's
cost continues to earn an AFUDC return until it enters the rate base.

Similarly, most current practices do not represent a marked departure
from the rules under which regulators and utilities have always operated.
Recent rate base disallowances of imprudently incurred costs--such as the
New York commission's $1.5 billion disallowance of the costs of Shoreham
because of poor management oversight-are based not on a new standard but
on the prudence standard that has always guided utility ratemaking. As for
exclusions of excess capacity from the rate base, some state officials note
that utilities are responsible for monitoring demand changes at each stage
of construction to ascertain the least expensive method of meeting future
load. Thus, if demand conditions change, the prudent utility would cancel
construction and the reasonable regulatory commission would grant some

17. The most extreme form of this type of judgment was the Colstrip case, in which the
Montana Public Service Commission denied the Montana Power Company any rate
relief for a completed coal-fired plant, asserting that the used and useful criterion is
met only if the plant is neededat the time it goes into service. See In the Matter of the
Application by the Montana Power Company for Authority to Establish Increased Rates,
Montana PSC Order No. 5051C, August 3, 1984. The Montana Supreme Court, however,
later reversed this decision on the grounds that the regulatory standards were changed
after the plant was completed.

1 8 . See, for example, Statement of Keith Turkey, Chairman of the Board, Arizona Public
Service Company,before the Senate Committee on Energy and Natural Resources, July
pa, 1985.
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recovery of the utility's sunk costs. The problem for utility management,
however, is the after-the-fact determination by regulators that the utilities
should have foreseen events that were clearly beyond the scope of any fore-
casting method.

CONCLUS ION

In light of the nationwide abundance of generating capacity and the consid-
erable uncertainty that surrounds future demand, the strategy of financial
flexibility now preferred by most utilities has much to recommend it. Of
greater concern, however, is whether the incentives provided by current
rate-base regulation are likely to lead to an efficient mix of capital invest-
ment and fuels once. demand growth necessitates new generating capacity.
While current practices are likely to result in widespread electricity short-
ages, the nation's electricity supply could become less cost-effective if
regulatory incentives continue to bias utilities away from capital invest-
ments regardless of their technical or economic merit. Although state regu-
lators have the primary responsibility for the financial incentives of the
electric utility industry, the Congress might consider several options to
move the electric system toward greater economic efficiency. These are
discussed in Chapter V.

'wav



CHAPTER V

FEDERAL OPTIGNS FOR LONG-TERM

EFFICIENCY IN UTILITY INVESTMENT

The utility industry has responded to an increasingly risky business environ-
ment by adopting strategies that emphasize flexibility and limit capital ex-
posure. While this response is unlikely to lead to widespread physical short-
ages of electricity, it does raise doubts about the ability of current regula-
tory praetiees at both the state and federal levels to provide incentives for
the most efficient mix of generating equipment, fuel use, and conservation
practices. State regulators have the greatest leverage here, but the Con~
press could also consider federal options to improve efficiency.

This chapter examines alternative federal policies to promote more
efficient choices for util ity investment. The following options are
discussed:

o Establish federal rate raking guidelines to help reduce regulatory
uncertainty at the state level;

o Revise the Public Utility Holding Company Act to enable utilities
to diversify their investment risks;

o Amend the Public Utility Regulatory Policies Aet to allow more
efficient electricity pricing and utility ownership of cogeneration
facilities;

o Change federal regulatory policies and the federal tax code to
promote "fuel neutrality" in utilities' investment choices; and

o Encourage efficient use of transmission facilities to allow low-
eost generation to displace high-eost generation.

These changes, alone or in combination, would help restore the environment
for more efficient utility investment. (These options are summarized in
Table 9.) Because the federal role in utility regulation remains somewhat
limited, however, appropriate state and utility action is crucial if large ef-
ficiency gains are to be realized.
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Chapter V FEDERAL OPTIONS FOR EFFICIENT UTILITY INVESTMENT 61

STANDARDIZE RATEMAKING PRACTICES
THROUGH FEDERAL GUIDELINES

To help balance the risks and rewards of new investment, the federal
government could develop nonbinding guidelines for states to follow in re-
viewing new plant construction. These guidelines could suggest state ap-
proaches to cost-effective investment through more balanced treatment of
the risks of excess capacity and less efficient generation. For
example, state regulatory commissions could consider better ways to share
the responsibility for predicting demand. States could approve (or disap-
prove, as appropriate) plant costs at several stages in the construction pro-
cess. This staged review would lower investment risk by guaranteeing
eventual cost recovery of the approved portion of the project, even if these
costs were not immediately included in the rate base. It would forewarn of
changes in demand growth and enable the utility either to abandon
construction or to mothball the plant for future use if conditions warrant.
The Sate of Indiana has taken this approach in a law enacted in April
1985. _/

Other guidelines might allow the utility a higher rate of return on
east-effective investments. When new capacity results in net "avoided
costs," some portion of the savings could be reflected in utility earnings,
thus giving these companies a direct financial stake in providing the least
costly generation. Z/ In addition, incentives to improve productivity could
be included in guidelines for rate raking. For example, a utility could be
guaranteed that 80 percent of input price increases could be passed to its
customers. Thus, if annual input prices rose by 15 percent, the utility would
be permitted to pass a 12 percent price increase along to its customers. If
the utility had improved its productivity by 3 percent, its profits would not
be affected. If productivity grew at less than 3 percent, the company would
lose more. But if productivity rose at over 3 percent, it would increase its
earnings. _/ Of course, the precise specification of such an approach would

Under Indiana Senate Act 546 (signed into law April 1985), the state commission is
required to review the continuing need for a uti l i ty's project and approve past
construction work at the request of the utility. If the commission then approves the
construction and the cost of the portion of the facility under review, "that approval
forecloses subsequent challenges to the inclusion of that portion of the facility in the
public utility's rate base on the basis of excessive cost or inadequate quality control."
This procedure does not apply to facilities begun before 1985, such as PSI's Marble Hill
plant.

See, for example, M.J. Smith and W. Dickier, "Living With Standards of Performance
Programs," Public Utilities Fortnightly (August 16, 1984); and Edison Electric Institute,
Incentive Regulation inthe Electric Utility Industry (May 1984).

3. See William J. Baumol, "Productivity Incentive Clauses and Rate Adjustment for
Inflation," Public UtilitiesFortnightly (July 22, 1982) pp, 11-18.

1.

2.

x
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vary from utility to utility and from year to year. But inclusion of such
concepts in regulatory practice could give additional incentives for efficient
operation. Approaches such as these might better balance risk and reward
in states seeking ways to give their utilities greater responsibility for the
economic outcome of investment decisions.

The federal government has had little influence on state rate raking in
the past, however, and it is uncertain how much real effect voluntary guide-
lines could have. Voluntary guidelines could even be seen as a federal intru-
sion into the traditional prerogatives of state regulation, and could en-
eounter resistance independent of their eeonomie merit. 8/ In addition,
state regulatory commissions and legislatures themselves may alter many
eurrent'rate praetiees in response to the recent difficulties caused by ex-
pensive construction programs, as discussed in Chapter 11.

Suggested federal guidelines also should be designed carefully to avoid
overencouragement of caseload construction relative to other alternatives,
such as conservation or investment in smaller, modular facilities. 8/ Indeed,
utilities and their investors might still prefer the flexibility offered by lower
capital east alternatives to adding to or replacing caseload eapaeity, even
though the cost of supplying electricity with these alternatives might be
somewhat higher. Federal efforts in regulatory reform should also
recognize that the easts of imprudent investment decisions must still be
borne by stockholders, and that investment risks associated with normal
market forces cannot be completely eliminated.

REVISE PUBLIC UTILITY HOLDING COMPANY ACT

As noted in Chapter III, mergers with other companies can be one solution
to the financial troubles of a distressed utility. For the longer term,
utility mergers could, in certain instances, provide greater east efficiencies
in electricity service. Some public utilities are also becoming increasingly
interested in diversification into unregulated lines of business as a means of
improving their overall risk profile. Provisions of the Publie Utility Holding
Company Act (PUHCA), however, could deter utilities from engaging in
these activities. Liberalizing certain provisions of the act has, therefore,
been suggested as a means to enhance the industry's long-term investment
flexibility.

4. See, for example,FERC v. Mississippi, 456 U.S.742.

5. For a discussion of the potential benefits of conservation investments through end-
use efficiency improvements, see Rocky Mountain Institute, Least-Cost Electrical
Services as an Alternative to the Braidwood Project, Illinois Commerce Commission
Docket #82-0855, 83-0035, July 3, 1985.
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The PUHCA has three essential elements, which are administered by
the Securities and Exchange Commission (SEC). First, the SEC has the
power to reorganize holding company structure according to standards set
forth in the act. This task is essentially accomplished. The number of
registered holding companies still subject to the act has been reduced from
200 to 12 through reorganization. Of these, three are gas utilities and nine
are eleetrie, the latter owning about 20 percent of private electric utility
assets; the major part of the industry is, therefore, currently exempt from
the act. The SEC now focuses on its two other major responsibilities under
the act: the oversight of security issuances by holding companies to ensure
proper capitalization of the companies and their subsidiaries, and
supervision of mergers and acquisitions by both holding companies and
exempt utilities engaging in interstate mergers.

The set's regulatory jurisdiction over interstate utility mergers might
discourage such mergers by companies not now subject to regulation under
PUHCA. The act has limited diversification by registered holding com-
panies subject to its provisions by disallowing certain types of acquisitions.
Generally, the PUHCA limits registered holding companies to diversifying in
functionally related enterprises that are reasonably incidental or economi-
cally necessary or appropriate to the operations of a utility system.
Utilities now exempt from SEC regulation also view the set as a threat to
their diversification activities, however, since their exempt status can be
withdrawn if such status is found to be no longer in the public interest. Q/

Proponents of liberalizing the PUHCA note that reducing SEC control
over utility merger and diversification activities could provide utility man-
agement with greater flexibility to diversify holdings so as to yield signif-
icant benefits to investors. Z/ This flexibility is increasingly important
given the slowdown in new plant construction and most utilities' improved
cash-flow positions. If freed from PUHCA constraints, holding companies
and exempt utilities could examine diversification alternatives and inter-
state mergers solely on their economic merits, rather than their regulatory
implications. In addition, nonutility enterprises would no longer be dis-
couraged from entry into the generation and transmission sector of the
utility market by the PUHCA, which could add to competition in electricity
supply. 8/

6.

7.

8.

See DonaldDulchinos and Larry Parker, Electric Utilities: Deregulation,Diversification,
Acid R'ain, Tall Stack Regulation and Electric Demand Issues, Congressional Research
Service, IB85134 (July 29, 1985).

Current regulat ions already al low exempt ut i l i t ies to create power generat ion
subsidiaries without becoming subject to further regulation. See 17 Code of Federal
Regulations 250.

Similar potential advantages are cited for proposals to deregulate other aspects of the
electric utility industry. See, for example, P. Joskow and R. Schmalensee, Markets for
Power: An Analysis of Electric Utility Deregulation (Cambridge, Mass.: MIT Press,
1983).
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Those opposed to liberalization argue that these changes would en-
courage a diversion of capital and human resources from regulated to un-
regulated industries, possibly exposing customers of the regulated firm to
increased costs from unregulated, risky investments or liens on regulated
assets. In a review criticizing SEC proposals to repeal the PUHCA, the
General Accounting Office also noted that doing so would have several ad-
verse effects:

o States would lack jurisdiction over interstate holding companies
and would be ill-equipped to oversee their interstate financial
transactions;

o Approval of holding company acquisitions would no longer be re-
quired;

o Approval of securities issued by holding companies would
longer be regulated by SEC; and

n o

O Allocations of service company easts (between operating and
holding companies) would no longer be regulated. 2/

The GAO therefore recommended retention of SEC's role in reviewing the
$11 billion in annualsecurities transactions of utilityholding companies.

Liberalizing the holding company legislation would also have mixed
results for ratepayers. While ratepayers could potentially benefit from
lower capital costs achieved through successful company diversification,
utility assets could also be used to finance unregulated, riskier lines of busi-
ness, and result in higher electricity rates from losses and increases in capi-
tal cost.

Many state regulators are opposed to weakening or repealing the
PUHCA, for they fear that they will be unable to regulate the complex
interstate operations of holding companies without SEC oversight. LQ/ Of
particular concern is We possibility that holding companies could divert
capital resources from state regulated utility operations to other, nonregu-
lated activities, especially in the long term. But this outcome is quite
uncertain, because even in the absence of PUHCA, states could still exer-
eise considerable control over utility diversification. Other state officials

9. See General Accounting Office,Analysis of SEC's Recommendation to Repeal taw Public
Utility Holding Act, RCED-83-118 (August 30,1983).

10. See, for example, Public Utility Holding Company Act Amendments, Hearing before
the Subcommittee on Energy Conservation and Power and the Subcommittee on
Telecommunications, Consumer Protection and Finance, House Committee on Energy
and Commerce, Serial No. 98-79, October 31, 1983.
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suggest that the PUHCA should be strengthened, not repealed. For
example, Governor Clinton of Arkansas argues that the SEC should be re-
quired to seek from state utility commissions an affirmative statement that
security laws are either inapplicable to certain utility transactions or that a
utility has complied with such laws. L/ This would allow state regulators to
approve eonstruetion plans by holding eornpanies if a subsidiary operated
within their state.

AMEND THE PUBLIC UTILITY REGULATORY POLICIES ACT

The Public Utility Regulatory Policies Act (PURPA) was passed in 1978 to
encourage energy conservation and the development of alternative energy
sources through changes to retail regulatory policies. Since its passage,
PURPA appears to have stimulated the rapid development of customer-
owned alternative power soirees such as cogeneration. Cogeneration
nationwide now produces at least 11,062 megawatts, and is expected to grow
by another 10,000 to 50,000 megawatts by the 1990s. This added opacity

the same time, however, PURPA's requirements that utilities must buy
power from all qualifying facilities in their franchise areas (while still
retaining the obligation to provide backup power to eogenerators if it is
needed) have complicated utilities' efforts to plan future capacity
requirements. Utilities are currently prohibited from owning the majority
share of a PURPA-qualifying facility. Allowing utilities such ownership
rights could yield a number of benefits, including:

may reduce the need for some utilities to build more power plants. _/ At

o Reducing eapaeity planning uncertainty by allowing greater utility
control over the operation of cogeneration facilities;

o Increasing deployment of small modular power generating techno-
logy, particularly cogeneration; 13/ and

o Lowering customer rates.

Under current policy, ratepayers generally receive only the savings
represented by the difference (if any) between the utility's avoided cost and

11 . See Potential Impact of the Grand GulfNuclear Power Plant on Small Business,Hearing
before the Senate Committee on Small Business, December 7, 1984.

12. See Electric Power Research Institute, 1983 Utility Cogeneration Survey, EPRI EM-
8943 (April 1985); and Worldwatch Institute,Electricity's Future: The Shift to Efficiency
and Small Scale Power, Paper #61 (November 1984). About 70 percent to 80 percent
of this capacity is expected to use natural gas as a fuel source.

13. See Office of Technology Assessment, Industrial and Commercial Cogeneration, OTA-
E-192 (February 1983).
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the cogenerator's contracted selling price. L/ If, on the other hand, the
utility owned the facility, ratepayers could reap the full savings to the ex-
tent that actual power production easts were less than the avoided cost
level.

Nevertheless, allowing utilities to own PURPA-qualifying facilities
could reduce the number of cogeneration and alternative technology power
projects pursued by nonutilities. 8/ Private companies could be wary of
utilities controlling power production facilities inside their plants. Special
regulations might also be needed to assure that utilities did not give
preferred transmission access to their own cogeneration projects. Finally,
the basis of state commission's determination of avoided east levels could
also change--to reflect the avoided easts of PURpA-qualifying power
sources, rather than conventional caseload facilities--thereby reducing the
potential profitability of non-utility PURPA projects.

PROMOTEFUEL NEUTRALITY IN UTILITIES' INVESTMENT CHOICES

A number of studies have asserted that certain federal regulatory and tax
policies may distort the relative easts of alternative energy sources, leading
to overall inefficiency in utilities' investment choices. _§/ Removal of
these policies--thus allowing alternative fuels to compete more equa11y~-
eould lower the costs of electricity generation to both ratepayers and fed-
eral taxpayers. Most prominent options in this regard are ending restrie-
tions on the use of natural gas for electricity generation, restoring equal tax
depreciation periods for nuclear and coal power plant investments, and
changing the tax provisions that discourage mothballing partially completed
power plants when cheaper alternatives become available.

Fuel Use Restrictions. The Powerplant and Industrial Fuel Use Act, en-
aeted during the oil and natural gas shortages of 1978, generally prohibits
the construction of new generating stations fueled by oil or natural gas. The
deregulation of oil and gas markets, together with the recent dramatic re-
ductions in the price of these fuels, suggests that these prohibitions be re-
considered. The removal of the gas restrictions-~either outright or through
a less restrictive policy on granting exemptions in power generation applica-

14.

15.

16.

Avoided costs levels--which are established by state commissions and vary depending
on whether the state seeks to encourage cogeneration--generally reflect the incremental
costs toa utility of generating additional power.

This reduction may be more than compensated by expanded utility use of alternative
energy sources. See Oilice of Technology Assessment, New Electric Power Technologies
(July 1985).

See, for example, Rocky Mountain Institute, A Preliminary Assessment ofFederal Energy
Subsidies in FY 1984, testimony submitted to the Subcommittee on Energy and
Agricultural Taxation, Senate Finance Committee, June 21, 1985; and Congressional
Budget Office,EnergyTax Expenditures: A Compendium, Staff Memorandum(1981).
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tions-~cou1d yield environmental benefits, stimulate interfuel competition,
and encourage utility investments based on the economies of electricity
production. In addition, removal of the natural gas restrictions could also
improve the deployment opportunities for certain "clean eoal" and solar
technologies reliant on natural gas as an interim fuel. 3/ Removing the oil
restriction as well would further increase interfuel competition, but would
also leave the utilities and their customers more vulnerable to any future
disruptions in oil supply.

Equal Tax Depreciation Categories. Another important federal policy that
affects utility investment choices is the contrasting tax treatment of coal
and nuclear power plants. Under the Aeeelerated Cost Recovery System
(ACRS) adopted in the Eeonomie Recovery Tax Aet of 1982 (ERTA), coal
power plant investments may be depreciated in 15 years, but nuclear plants
have a tax life of just 10 years. Other things being equal, investing in
nuclear power would, therefore, be preferable. Because ERTA's legislative
history provides no specific reason for treating the two technologies differ-
ently and because both coal and nuclear power plants have relatively equal
productive lifespans, amending the ACRS to eliminate this difference could
help promote further fuel neutrality in utilities' investment choices. LQ/

Tax Provisions for Uneompleted Plants. If demand growth proves lower
than expected or less costly alternatives become available, the most eco-
nomic course of action for a utility would be to cease construction of a
partially completed plant. Current tax law, however, provides little incen-
tive for utilities to mothball plants for later completion and use if needed.
If a utility cancels a plant under construction, it obtains a tax write-off for
a business loss. If it delays construction, however, it obtains no tax bene-
f its. Allowing an abandonment loss deduction upon the mothballing of a
plant with the repayment of tax if the plant is subsequently used, or re-
strieting the imposition of state or local property taxes on mothballed plants
could enhance this course of action. Savings from changes in the tax treat-
ment of mothballed plants could easily be eroded, however, by the high
carrying costs that would aeerue by not completing the facility and entering
it into the rate base.

INCREASE TRANSMISSION CAPABILITIES

Because of the excess generating capacity available in some parts of the
United States, purchased power is often relatively inexpensive. Thus, many

See Office ofTechnology Assessment, NewElectric Power Technologies (July 1985).

The President's proposed tax reform plan would, in fact, equalize the depreciation period
for coal and nuclear plants. The plan would also increase, however, the depreciation
period of smaller-scale generation plants to 10 years. Since the actual economic lives
for smaller-scale facilities are considerably less than those of coal or nuclear plants,
this change could discourage investment in these types of facilities, other things being
equal.

WIIT
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utilities that foresee a need for additional power are seeking to increase
their transmission access to available power rather than risking investment
in new generation facilities. LB/ Unfortunately, transmission service ar-
rangements and eapaeity limitations on existing transmission lines some-
times preclude utilities from achieving the access they desire. From a na-
tional perspective,~these inadequate transmission linkages lower efficiency
by requiring many utilities to maintain higher reserve margins than they
might otherwise need in order to ensure reliable service, especially during
emergencies. Federal regulatory incentives that better allocate transmis-
sion over current lines or promote the construction of new transmission
lines where these would be cost-effective might, therefore, lead to better
regional or national efficiency. Substantial regulatory and physical impedi-
ments would need to be overcome, however, if such efforts were to be fully
successful.

The National Electric Reliability Council (NERC) has identified a
number of transfer areas that could benefit from new intereonneetions, such
as the Pacific Northwest/California, Southwest/California, and Canada/
Northeast.
ever. Lil/ Moreover, without direct financial assistance (which would be ex-
tremely expensive) or an override of existing state authorities, federal
Powers to promote eonstruetion of new transmission lines are rather limited.
Utilities constructing new lines are first subject to state laws applicable to
siring and environmental protection. These regulations may inhibit new line
construction especially if more than one states' requirements must be satis-
fied. Though the FERC may exempt electric utilities from any provision of
state law "if the Commission determines that such voluntary coordination is
designed to obtain economical utilization of facilities and resources in any
area," doing so would risk severe political opposition. bl/ Nor is it clear
that federal authority can override state siring laws. Finally, the evidence
indicates that utilities are pursuing new line eonstruetion without explicit

Physical limitations may limit the overall net benefits, how-

19 .

20.

21.

The demand for wheeled electricity (transmission services provided by a utility on a
prearranged basis to deliver power generated outside its own system to the system of
another utility) has in fact increased more than 10 times in the last 20 years, and recent
util ity surveys confirm that this trend is l ikely to continue. Los Alamos National
Laboratory,  "The Future Market for Electr ic Generat ing Capaci ty:  Technical
Documentation," LA-10285»MS (March 1985), D. Bauer "An Investor-Owned Utility
Perspective on Intersystem Energy Transfers and Wheeling Issues," Edison Electric
Institute's presentation to National Association of Regulatory Utility Commissioners,
(November 1984); Electric Edison Institute, "Transmission Access and Utilization
Briefing Papers," (December 1984).

For example, recent Canadian power imports in the Northeast have adversely ai3lected
transmission readings as far south as the Carolinas and Virginia. See D. Bauer, "An
Investor Owned Utility Perspective on Intersystem Energy Transfers & Wheeling Issue"
Edison Electric Institute, November 27,1984.

M. Cohen, "Etiiciency and Competition in the Electric Power Industry,"Yale Law Journal
(1979).

it
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support; fully 40 percent of planned utility investment, in feet, is now slated
for transmission. Recognizing these problems and limitations, the FERC has
instead issued a Notice of Inquiry to consider changing its regulatory
policies in the long term. 22/

Federal efforts to equalize utility access to existing transmission lines
would also have mixed effects on system efficiency. The FERC is not eur-
rently authorized under the Federal Power Act of 1935 to order a utility
selling power in interstate eomrneree to interconnect with another firm, or
to sell or exchange power with another utility. Without this authority,
smaller utilities have felt that they lacked the leverage to participate in the
regional economies of scale attained by the larger utilities forming power
pools. To solve this recess problem, it has been proposed that the Congress
grant FERC the power to compel power transfers (known as "wheeling").
Mandatory transfers would enable any distributor to purchase power from
any producer within economical transmission distance. It would facilitate
reserve sharing and the exchange of economic energy and peak capacity
reserves between systems that are not now interconnected.

Unfortunately, mandatory transfers would not encourage new invest-
ments in transmission lines, but merely reallocate the benefits derived from
existing power transfers. Mandatory transfers could also make it difficult
to plan future power system needs, and some eases diminish system effi-
ciency because compelled linkages could affect the physical performances
of existing transmission arrangements. And finally, utilities themselves
have opposed mandatory wheeling. Their Basie eoneern is the loss of their
large, industrial customers, who would purchase their electricity generated
by another system but still enjoy the security afforded by their utility's
obligation to serve them on demand. In addition, utilities cite the complex
planning and operational problems that could arise under any sort of com-
mon carrier scheme. 8/

Alternatively, the Congress could authorize the creation of regional
power planning compacts to increase transfers in the industry. Sued an
approach would allow states to develop joint demand-supply forecasts and
electricity import and export agreements. These agreements could also help
eliminate inconsistencies among neighboring states' regulatory policies.
Certain proposals, such as H.R. 3074, would also permit the regional eom-
pact to apply to the Federal Energy Regulatory Commission for an order to
compel one or more electric utilit ies to provide or modify transmission
services to meet regional requirements. Zi/ The new regional planning enti-

22. U.S. Federal Energy Regulatory Commission, "Regulation and Electricity Sales--for
Resale and Transmission Service," Docket No. RM85-1'7-000, Phases I and ll (May 30,
1985).

23.

24.

Jerry Pfeifer, "Policies Governing Transmission Access and Pricing: The Wheeling
Debate Revisited," PublicUtilities Fortnightly (October31, 1985).

H.R. 8074 was introduced by Representative Jeffords on July 24, 1985.
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ties could also assume FERC's current Powers to regulate purely intrastate
wholesale sales of electricity.

Supporters of these proposals argue that regional planning would lead
to more cost-effective electric service by encouraging the acquisition of
new generation capacity and the use of existing resources according to re-
gional needs. Large interstate utilities would face a less conflicting set of
regulatory forces. In addition, multistate compacts could help create re-
gional markets where electric suppliers would vie for customers.

Opponents of regional compacts contend that this approach would only
create an unnecessary new layer of regulation, because states already have
adequate statutory authority to coordinate their regulatory efforts when
such efforts are east-effeetive. Regional electricity markets could best be
fostered not by increased regulation, but by phased deregulation of the gen-
eration sector of the industry. Opponents also believe that regional com-
paets' requests for mandatory power transfers should not be allowed to by-
pass the limits on third party access specified by the Federal Power Aet.
Finally, opponents object to proposals to transfer federal wholesale rate-
making authority partially to the states, preferring such Powers to remain
with the FERC. In this view, discretionary transfer of rate authority to the
states would impede utilities' current voluntary coordination efforts.

ll



APPENDIXES

8
11

2 ILr mm .-



APPENDIX A

CASH-FLOW EFFECTS OF AFUDC

AND CWIP RATE TREATMENT

1

The important financial differences of cost treatment under construction
work in progress (CWIP) and allowance for funds used during construction
(AFUDC) can probably best be understood by considering a hypothetical util-
ity that has a $1.5 billion (in 1984 dollars) rate base in 1972. J The average
cost of electricity is 5 cents per kilowatt hour (kph) in 1972. The firm
begins construction of a nuclear plant that takes 12 years to build and be-
comes operational in 1984 at a cost of $3 billion. For simplicity, it is as-
sumed that construction expenditures are made in 12 equal payments during
the construction period. The firm is assumed to receive an allowed 13
percent real rate of return on its rate base. The new plant becomes opera-
tional in 1984. Consumption of electricity grows at 2.5 percent annually
over the construction period.

The cost of building and generating power can differ considerably be-
tween the two accounting methods described here (see Figure A-1). During
construction, electricity prices are higher with CWIP in the rate base
because construction and financing costs are immediately passed on to the
consumer. Conversely, an AFUDC account defers reimbursement of all
construction and financing costs until the plant becomes operational; this
keeps prices lower during construction but causes a sharp "spike" when the
new plant comes on line. Starting at 5 cents per kilowatt-hour in 1971,
electricity prices under CWIP treatment rise to almost 11 cents per kph in
1983 compared with 9 cents per kph with AFUDC pricing. When the plant
becomes operational, however, prices rise to 13 cents per kph in the
AFUDC case, but remain virtually unchanged for the CWIP case. Allowing
CWIP in the rate base can, therefore, prevent the occurrence of "rate
shock."2./

-0

1. The rate base is defined as the adjusted value of invested capital used and useful in
rendering service to the public. The rate base includes generation, transmission, and
distribution facilities providingservice toconsumers.

2. Rate base phase-in plans are also used to reduce rate shock. See discussion in Chapter
III.
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Figure A-1 .

CWIP and AFUDC Price Paths
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SOURCE: Congressional Budget Office.
NOTE: In this hypothetical example, $1 .5 billion in operation and maintenence (O & M) costs (including

depreciation) for electricity production and distribution in 1981 are assumed to increase at 8 per-
cent a year until 1984. After 1984, the utility's O & M expenses plus those for a new plant are
assumed to grow at 3 percent per year for the next 30 years (the life of the plant). Dividing costs
by consumption provides an average cost of electricity supply that is assumed to equal price.

The net present value of revenue needs under each accounting option
also differs considerably. §/ Over the lifetime of the hypothetical plant,
consumers would spend $500 million more for electricity with AFUDC pric-
ing than with CWIP treatment, assuming a Qpercent discount rate. If the
discount rate approaches the utility's cost of capital (assumed in this hypo-
thetical case to be 13 percent), however, differences in consumers' expendi-
tures become negligible. Consumers may, therefore, be indifferent about
which pricing strategy is used, depending on investment conditions and the
time value of money.

Arguments for CWIP pricing suggest that it may better approximate
the true cost of providing new capacity than will AFUDC pricing and, as a
result, provide appropriate investment incentives in the short run. As ex-

3. Present value measures in today's dollars the cost of a future expenditure or stream
of expenditures. Such calculations take into account the time value of money' that is,
a dollar available today is worth more than a dollar available in the future.
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cess capacity dwindles and the new plant is being built, the marginal cost of
providing power rises, since less efficient units typically are dispatched to
meet demand. Electricity prices ought to ref lect this when it occurs, if
economic efficiency is to be achieved. From an investor's viewpoint, CWIP
pricing is usually preferred to AFUDC pricing. An AFUDC discount does
not add to a utility's cash flow, although it is treated as a component of a
utility's total revenues. Thus, investors view increases in AFUDC as eroding
the "quality" of a utility's earnings, making the utility a more risky invest-
ment. On the other hand, arguments against CWIP pricing suggest that it
forces current consumers to subsidize future consumers.

-:W]l-



APPENDIX B

DETE RMINING WHICH INVE STORY-OWNED

UTILITIES EXPERIENCED FINANCIAL STRESS

To identify those firms in financial difficulty, CBO examined financial
data for 1983 and 1984 for 100 of the nation's largest investor-owned utili-
ties. Using a fourfold screening process, 15 firms were identified as experi-
encing severe financial stress at that time (see Table 3 on p. 20). Five of
the firms identified (Consumers Power, Long Island Lighting, Public Service
of Indiana, Public Service of New Hampshire, and United illuminating) were
those with market-to-book ratios below .50. Middle South Utilities and Cen-
tral Maine Power had market-to-book ratios of between 50 and 80 percent.
Since September 1984, however, eight firms (Dayton Power & Light, Toledo
Edison, Ohio Edison, Union Electric, Philadelphia Electric, Kansas Gas &
Electric, Gulf' States Utilities, and Kansas City Power & Light) have shown
marked improvement by selling common stock at 80 percent or more of book
value.

The screening process identifies financial stress--as indicated by
intercompany comparisons of profitability, market performance, and liquid-
ity--but it does not identify imminent bankruptcy.J This is because bank-
ruptcy is not caused by a low market-to-book ratio or an inferior Standard &
Poor's bond rating. Instead, bankruptcy occurs when financially weakened
firms cannot absorb further cash-flow limitations, such as an unfavorable
regulatory ruling or a drop in electricity demand. A firm could be included
in more than one financial screen, yet still represent a low bankruptcy risk
because external factors have stabilizedgl

The CBO used four financial "screens" to avoid the shortcomings of
using a single, arbitrary financial ratio (see Table B-1). The variables used

1. "Financial stress" is an imprecise concept, evading rigorous definition. It generally
refers to the ease with which external capital may be raised by a firm for necessary
investment and maintenance of cash flow. It refers to the firm's current financial condi-
tion and anticipations of this condition in the future. For this analysis, firms in finan-
cial stress are firms that emerge in at least three of the four CBO screening procedures.

2. More sophisticated analytical methods, such as legit and discriminant analyses, could
provide greater accuracy in predicting bankruptcy by using data from firms that actually
have gone bankrupt. But, because utility bankruptcies have been rare, such a sample
is not available.

H
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TABLE B-1.

Variable

Working Capital Divided
by Total Assets

Retained Earnings Divided
by Total Assets

Earnings Before Interest
and Taxes Divided by
Total Assets

Market Value Divided by
Book Value of Total Debt

Sales Divided by Total
Assets

Market Value Divided by
Book Value of Common
Stock

Rate of Return on
Common Equity

Corporate Bond Rating

FINANCIAL RATIO S CREENS  US ED TO IDE NTIF Y
UTILITIES  WITH LIQUIDITY CONS TRAINTS

SCREEN A
Total Number of Firms--32

SCREEN B
Total Number of Firms--17

Lessthan 0

Less than 65%

Less than 4%

Less than 75%

Less  than 1%

Less  than 75%

Less than 11%

Less than BBB

Test Criteria

Measure of net liquid assets
relative to total capital-
ization. Liquid assets :
current assets minus
current liabilities

Measure of cumulative
profitability.

Measure of productivity of
a utility's assets less
tax and leverage factors.

Measure of how much a
utility's assets can decline
in value before liabilities
exceed assets and i11-
solvency develops.

Measure of capital turnover.

Measure of how the finan-
cial community values
the utility's future returns
on common equity.

Measure of proiitability
of common equity.

Measure of long-term credit
worthiness by Standard
& Poor's.

Description

March 1986

_LUUMILL

(Continued)
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TABLE B-1. (Continued)

Variable Te s t Crite ria De scription

SCREEN C
Total Number ofFirms--27

Kidder, Peabody List of
Utilities Facing Severe
Capital Constraints
(February 1984)

No specific finan-
cial measures

No financial ratios reported.

SCREEN D
Total Number of Firms--18

Market Value Divided by
Book Value of Common
Stock

Less than 75% Measure of how the finan-
cial community values the
utility's future returns on
common equity.

Price Divided by Earnings
of Common Stock

Less than $6 Measure of the stock mar-
ket's value of a stock
relative to a utility's
profitabil ity|

Estimated Total Construc-
tion Costs divided by
Equity

Greater than 1 Measure of construction
exposure.

Corporate Bond Ratings Less than BBB Measureof long-term credit
worthiness by Standard
& Poor's.

SOURCE: Congressional Budget Office .
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in the four screens (A, B, C, D) were obtained from a variety of studies, and
are generally well-accepted measures of market performance. Firm-speci-
fic quarterly data for 1983 and 1984 were used in the screenings. Only those
firms appearing in at least three out of four screens were identif ied as
financially weak (see Table B-2). `

Screen A consists of five .financial measures of liquidity, all found to
be stat ist ical ly signif icant indicators of  f inancial weakness in other
industries. kJ These include measures of working capital, retained earnings,
earnings before interest and taxes, and sales relative to total assets, as well
as the standard market value to book value of total debt. The cut-off
criteria for this screen are listed in the second column of Table B-1. Thirty-
two firms out of the 100 examined emerged in this screen.

Screen B is composed of financial ratios that appeared in a recent
econometric analysis of f inancial health in the electric utility industry.J
These three ratios are more illustrative of longer-term financial health than
those found in screen A, but are often used by industrial analysts to select
f irms that may be particularly good investments. The criteria for poor
performance include market-to-book stock ratio less than 75 percent, a rate
of return on common equity less than 11 percent, and a corporate bond
rating of BBB or less. Seventeen firms out of the 100 emerged in this
screen.

4

Screen C, although without specific f inancial measures, is a list of
utilities compiled by the investment banking f irm of Kidder, Peabody &
Co.§./ It lists 27 utilities that "have been unable to raise sufficient capital
f ro m th e  b o n d  o r  s t o ck markets to complete their nuclear plant
construction." Total construction cost estimates are compared with debt
outstanding, equity, commercial paper, and sunk cost in nuclear plants as a
percent of common equity. The Kidder, Peabody report also examined
sociodemographic characteristics of shareholders and creditors. The CBO
used the 27 listed firms as Screen C.

a. Edward Altman, "Financial Ratios, Discriminant Analysis and the Prediction of
Corporate Bankruptcy," The Journal ofFinance, vol. XXIII, No. 4 (September 1968).

U.S. General Accounting Office, "Analysis of the Financial Health of the Electric Utility
Industry" (June 11, 1984) .

4.

5. Eugene Meyer, "The Nuclear Utility Industry is Dead! So What? Should it be Revived?"
Kidder, Peabody 8: Co., February 15, 1984.
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TABLE B-2. UTILITIES  IN FINANCIAL DIS TRES S , 1984

F irm Screen A Screen B Screen C Screen D Tota l

Central Maine x x x 3

Consumers Power x x x X 4

Dayton Power 8:
Light x x X x 4

Gulf' StatesUtilities x x x x 4

Kansas City
Power andL ight x x x x 4

Kansas Gas &
Electric x X x x 4

Long Island
Lighting x x x x 4

Middle  South
Utilitie s x x x x 4

Ohio Edison x x x x 4

Philadelphia
Electric x x x x 4

Public Service
of Indiana x x x x 4

Public Service
of New Hampshire x x x x 4

x x x x 4Toledo Edison

Union E1ectr8c x x x 3

Unite d Illumina ting x x x x 4

SOURCE: Congressional Budget Office.

"11TMU
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Screen D compares construction costs accumulated by utilities rela-
tive to their equity values. It also includes the price earnings ratio as an
additional valuation measure. Eighteen firms appeared in this screen.

In this report, utilities were considered financially stressed if their
quarterly ratios fell within the criteria of at least three of the four screens
at any time in the four quarters of 1983 and the first three quarters of 1984.
Table B-2 displays the results.

JHUHL L

4'



CINDY LILES

EXHIBIT





































CINDY LILES

EXHIBIT



ca
r--
1-
m
Q'
co

,__ m cow-o<oo>nv¢oo>oo8 w au<»v¢*>l~a>o-nao8 o " o < - o > v ¢ o l ~ o > o - s o
a>+-ri t o o - m u > r ~ o n n.CG.)\ w w omm mm m mm3 2 3 VI~Lr>n 1-mv>col\
D.
>, 8I ¢ee ea

G) I | | | |6* Ia
<0 E a>. : x
°6 8 Eu
o.F |-
>
I ea

I

a>on<ru'>uoM®l\(.DLO(\l
cfal~1-u'>mo>
¢\..0)(0¢')(q
n<rv.r>I\o>l~

1-(\J(")Vl-D

. - ID.23 I.. *5 so _
2 2 a> c
*es - ~= 8
n O o x

Lu>

ac:oc:>c:>c>c>ooc>o o o o o o o o o m°~u-nooocowa-noaom
cocnn<rr--c>c~'>u:>nonooo1nc*>c>l-u'>ncncouon v m m q q

1-1~"1-°1"-

I I
o ca o o o o o o ca oLD O O Q O Q CD D D CD
m o a o a m m m o a m c n c n
m m m m m m m m m m
|.f) r ~|-° 1:- 1 - 1 - 1 - 1 - 1-° 1 -

T38._--w
E82598
Q D .
>~u>l-UI a

- " I _ v- " l

an

E
m

g
Ra
:
o"8 86  :

a>
o >

g o

I I
N o m N (D o 3  m
2 § 2 § 8 6 8 § q §
m an o n l~ au N
9 8 2 3 8 9 8 8 8 2

.: .: n'N N n vo v

|*-
o
o
N
o
co
Q
a
N
.E
GJ
:1
'o

8
.Q

8
(0

8
E
3
Q
'D
9u
oo

so

m
c

.°'»_
x

2
|..
m
8
O
c
m

8 I
I..

. 2
c
.Q4-
o

E
1 9
m
o
o
m
r . :

I
azmmmvammmmm°!N.N.N."!N.N.°4"{N.v v  v v v  v v  v v  vcho>o>moao>oao>c~»c>

E
s
N

0
-2
n..
m
man

3
(0
'U
c
(U

.8o~,, ,
0)_¢1O

' . N

9.932
I><3,, ,

E99

3-.-,
; in; 8

oc0

g o
" 8E t
(US
n'6
28L'):l:

- In'u.8:a>a>uJE
£ L. O. .
& ¥  :I o

I
o o o o o o o o o m1  D D O D O O G O O

1-1-C\lt\l*f*~l¢W('7C"')
v w N w o W so N w l~

3
al41m
o
O

|
o o o o o o o o o m
o  o  o o  o o o o o v
W W W W W W W V W w '

Eo
8
E
g
UIa

o
2
uw.co
(D

£1233
a> o£298
8 " ' 3
=>5<

W o

N
of'

8~
: s

*G
g

D Q
1'

w.
9 '4-
(D C*~l
of. r-_
m LT

99 v*
LD 1 '
N N
l-D r-

au

(D

o -
BC 3.33°-o

m
E
2m
3
25

1 -

he

8~.;v8§3§E33§§§§§§§
§E98§m§§.aa€2§3

s.,
3 5 m v v v ln m uv m w w w

one

wm
G)
<vu...

"' .<v_£0 g-0
-Lu:

- UI4-1

I I
mm

44
(04-1

lai
m
Cr:

.,,.s.'e£-8
a w> , O

mr-mu-w~a'~a-wwwr-o>~¢no>mc>mo:»-»UJ€'~ID'<I''|*~U¥I'-(\I1-
oa<rmu°>\nnoomr--vv-cncouvvfaooomaol~0lDOJll-(.D(D(.DI-0lDlD
N W N N N N N N N N

v"
m

(D
Nas *a

m
13 8O 4-»Q c

4-1
E' mu

W so < ig :

o I I I I I I I I I I 83
E

m

oo
Qocm
m
m

N u o8_,,~=rLococo
'*"ocn'o`
"ESQE T - -<')(D< of

ea 99

888
33.3

82333
g 8 8 3 5
.8
88583 N
$ 8 2 9 & g
s&"48 N
§§§88
% £ 9 4 2
§ § ; § o

5§33§33
§§3§2 8
§§' E_=°§3§8g§8i 3 -
§ 3 2 9 0
§§§§§§8_ .432§;°-3°
8893 -3=%»

<

388 8

GJ
(5c o3¢wm'*1

. - m
E wdaa

o" ' * 8...

.8
8 8 8 38 3

a>5>.

§§
3
38

38
3

8;
£8
83;

a: 8|-oz

988 2
8
8
4

3,8888 E

§8,,3;§
3 *So
2 5 5 8 8 8

iii 8
Q33 ii82
38; §'§
ET <

g

¢\m

(0
°5
E
C)
3
u.

N~¢
w

8
| -
a>

43
33Ll.LL
< 2
238
98
z <

E

£ 5
3 8g o
8%
3%
38
3;-°

42
= 9 .

M
. 5

o o > o n n v l n u > l ~ u o
8 = ° 8 ' 8 ' s 8 s ' s> § 5 a ~ a ~ a ~ ~ ~ a ~

¢ol~
88
N N

_#Q

8o
| -

E



CINDY LILES

EXHIBIT

\\511



I

GJ

eovocoovwvcooaco
mv-v<'1l~ouov-nwovo1vcor~o>o-uw
Lo eo o w m m m m eo mV enn v('JLU¢Dl\»

D
r-1"
U)1'-
(D

._ ' a
8 M l
1: 38=
825
>, 8

CS9 he

's 08 W

8 8 885 |-
>

:c

man<rLnno
Q 9 l\ lD lO NI | I l<*al~\-Locum
1'1-GICDKWF)n~¢¢o1~o>r~Q-(l4<')Yt\D

8 |,_ 4-1 I0 O
a n 111

o  o  o o o o o  o o  oo  o  o o  o  o o  o o w'<r<\louo¢p<l-nououn
<ocnol<rl~oo'acoeo<ooo\n<~'>ol~mnm4onon v co l~ cn - n v ln

v"v"v'\-

Tl wtom
55.8o ._
&°°8

he

r~
o
o
N
I..
o
(D
o
o
N
c
w
3
'U
.c»-»
o
.D
9
KG

'8.3<v~-w
asHa:oQag>.\DI O

I
Ia

'G
o ca o o o o o o

'°Q*':.*':."".."°;"'1."':.":."":"̀ :cncnoacn as oa oa oa mmoamcngdamcncncn

vo

. c

.Q

. c
3

"Q
'U
8
o

bem
E
8w
3M

69
88
I ea

GI

n co o wr w w cp o v wLDLII)<D(.0(DI'*-l-CD®'l""-<rr~c:cv1<ocnc~zLor-
<oooomuna-cnwwrmml--cv:oomaococn~<ru':CWICD1-LDCJ*IG7C'7W1'

1-\-nwwmcofar

QQ
Q
UP

I

cm
Czavo
2m
L.
.2
m

I
m m m m va m m w m m
°4<~a~.~.°4<~4~.°4~.~.
w r w r v v v v w r v v vmm m mm mm mm m

§~.-g" .
_ : I Q
' 6¢ , " '

I><3.,,
n
.E
. c
E

'Ucm
E
8

8
vo
o
o
51
_:
E*

H N

N
- u  28£ s.. O
o <0 '7,Gd.) 3

o

l I

o o o o o o o o o go o o o o o o o o
<f°=>~.<QQ<n°°.<~4_<Q':v - \ - n n n m m o ' >

Oo
<
M

ev
E
2
VI

3

3

§
am

2..
m

E
o
m..
2
o
' a
o

2
U

8
ax
nr
H
8  8
N E

98
8 '  e
2 9_
.o 1:nr cu. nu

2
Una

. :
I I

o  o  o  o  o o o o o m
<rv<r<r~=r<r<r<r<r-

30

7%
.n 5
28
<4

o
2
8

.r= n
EIr:

m
. c
o
V)

8-41-_#DoMegs_q»=
m g

&<3<

.Q
8
D.
8

U
g

.'9nom¢a81-<~o|~aoao¢--u0<fO|`1- coaor\ao<ov.oeoQ¢oo 1-<rocn<o<~4<~'>m».nn
8no>(Dw-

c u -
8 O in 5 8

: 9-o

6
8.
3
E
8
m

3

O 1 -

I.n_v_
co N
of r-
Q)\0

32 ao
movoa<r
m y

f\
©_
<*>
N

"a883889866588&E 34Q<q33m4444Q3%-{§"'839$$82l'288'S
as.,

0.: 418x

uses he

38
985

E
I 335
2 8§§
8 322

8 883§
8 8338 i
§ Q
3 §
3. gas

383

§8§""383
I a

E
C E8m4-1 no

.gm
ll)
8 _mo&o

£ 8mo

moo~=-:nw-~=rna>~=rmr-~<rooaoocn~=-r-~m\-r-(\l<.OGDl-U31-1-G>¥-
advt <roaoo~=rc\lr-noLm<o<oc~l<ro>car-\-Ln1-©O(\l*U_l"-1-UTCDLD
°<r~=r~.nmun¢.o<o<o|-|-

v-
of
cmN
of
I*-
Lf)

m

'o

.9m
+I'

as 8
*a 8O 4--1Q C ea vs II) o>an n. u m

==m

o19-

I | I l I 4 I I I I

8 N (D

o
o
O.
om
ea,
mca

E 'H c
E

8 8 a
"' is o

33

3
is

33
383

neo,Aqua
¢_,¢:'°."°.¢ O ¢ O
co._
EL'v'°. 'Z

u m m< vo
ea 99

8 8 -
a 4§
<-=0; 8

§§588
525:-E; .s
=8§38 5
§88%8
85888

. * a m 8
QB-
§§830 8

§§§§§3
8848833
Q3§83§88%°=*88
§§-28=8'25888

3382852
5833 §é
8 3 8 5 3 6 8§§:E°=~

Q 3

(Def a:
g"'§

588 4=
84845
48348
333

§ 8
d o
5 o
4 8 8
Q E

in
°5
n..
a)
0)

LL

8

N<-

8xcu
|-

8<weÙIC
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EXECUTIVE SUMMARY

In connection with the Arizona Corporation Commission's ("Commission") evaluation of
the regulatory impacts of non-traditional financing arrangements by water and wastewater
utilities and their affiliates, Staff offers its comments regarding such transactions. In general,
Staff recommends that the substance, rather than the form, of the transaction should be evaluated
to detennine the appropriate regulatory treatment.

Regarding the appropriate regulatory treatment of certain non-traditional funding
methods, Staff encourages the development of policies dirt will facilitate either regulated or non-
regulated entities to seek regional solutions to Arizona's water and wastewater inii'astmcture
development. Staff concludes that certain non-traditional financing methods can provide
appropriate long-term solutions which promote conservation of water supplies and efficient
wastewater utilization. The appropriate regulatory treatment should be determined on a case by
case basis. However, based on the scenarios contained in this report, Staff recommends that the
costs be treated as advances or contributions instead of equity for ratemaldng purposes.

In addition to its review of non-traditional financing methods, Staff requested comments
on the proper level of Advances 'm Aid of Construction ("AIAC") and/or Contributions in Aid of
Construction ("CIAC"). Staff continues to recommend that such funding not exceed 30 percent
of capital expenditures for private and investor owned utilities.

Staff also requested comments on the proper capital structure for "new" utilities. Staff
typically recommends capital structures with at least 40 percent equity as appropriate to provide
a balance of cost and financial health for regulated utilities and ratepayers. However, "new"
utilities usually require higher levels of equity and should be determined on a case-by-case basis.
Staff generally recommends a minimum of 100 percent equity for "new" utilities with variances
allowed for good reason.

w-00000c-064149
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Generic Evaluation
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Page 1

Intro d u action

On March 8, 2006, a generic docket was opened for the Arizona Corporation
Commission ("Commission" or "ACC") in the matter of the Co1:nmission's generic evaluation of
the regulatory impacts Bam the use of non-traditional financing arrangements by water and/or
wastewater utilities ("utilities") and their affiliates.

On June 2, 2006, die Commission's Utilities DivisionStaff ("Staf:t") docketed aseries of
scenarios and questions which outlined three separate non-traditional Financing arrangements for
water and wastewater companies (including their affiliates) and requested that respondents
propose their perspective of the appropriate regulatory treatment for each arrangement.

The Staff also requested comments on the maximum percentage of total capital that
refundable Advances in Aid of Construction ("AIAC") and non-refundable Contributions in Aid
of Construction ("CIAC") should represent. Additionally, Staff requested that respondents
comment on the most economical capital structure for "new" water or wastewater utilities.

On June 7, 2006, Commissioner Mundell submitted in this docket a memorandum requesting
Global Water Resources, LLC ("Global") to make a presentation on "matters of public interest
regarding agreements it has with local governmental entities and developers." Commissioner
Mundell suggested that Global address the following issues related to Infrastructure
Coordination Agreements it has with the cities of Maricopa and Casa Grande and private land
owners and developers :

1. The nature of its (Global) relationship with local governments.

2. The  na ture  of its  Infra s tructure  Coordina tion a nd Fina nce  Agre e me nts  ("ICFAs"),
especia lly

a. Global's perspective on the role of the Arizona Corporation Commission
regarding the agreements.

b . The  na m e  of "pe r dwe lling fe e s " ve rs us  "hook-up fe e s ".

c. Why do customers need a middleman to "coordinate" services to be provided by a
public service corporation?

On June 12, 2006, Chairman Hatch-Miller docketed a memorandum in support of
Commissioner Mundell's request and suggested that municipalities and developers also
participate.

W-00000C-06-0149



Generic Evaluation
Docket No. W-00000C-06-0149
Page 2

Background

Global has entered into several ICFAs and Memorandums of Understanding ("MOU")
agreements with developers and /or municipalities. The services to be provided under these
agreements are presented below. These agreements require Global to provide certain services
Mat have been traditionally performed by ACC regulated water and wastewater utilities.

Global's states that "With regard to the ICFAs, these agreements are merely a Financing
tool which place the standards and resource planning squarely in the hands of Global, rather than
the developers. By allowing the infrastructure planning and resource development to be
managed by Global, substantial long-term benefits are achieved, including: regionalization, rate
stability, and risk protection."1

Globa l a dds  tha t ICFAs  pe rmit the  purs uit of (1) cons e rva tion of groundwa te r; (2)
cons olida tion  of s ma ll o r unvia b le  u tilitie s ; a nd  (3) coope ra tion  with  re gula tors , loca l
government and deve lopers . Payments  made  to Globa l under the  ICFAs mere ly compensa te
Globa l for the  ca rrying cos t a ssocia ted with this  infra s tructure  deve lopment. It a lso indica ted
that lFCAs partially funded Global's acquisition of West Maricopa Combine, 1110.2

These Global matters are mentioned here because it is primarily these matters that
initiated this docket.

Presented below is Staff's preliminary evaluation of the preferred regulatory treatment
for the non-traditional financing arrangements. Staff first presents a summary of the services
provided for under these agreements, then a summary of Staffs response to Scenarios 1, 2, and
3. Staff then presents a summary of possible regulatory treatments related to these non~
traditional financing arrangements.

Fina lly, S ta ff provide s  its  pe rs pe ctive  re ga rding AIAC, CIAC a nd the  prope r ca pita l
structure  for "new" water and wastewater utilities .

Services  Provided Under ICFA and MOU Agreements

MOUs or other agreements, some of the parries to which
Commission. The services offered under these agreements include

Global's response and Commissioner Mundell's filing include examples of ICFAs,
may not be regulated by the

3,

1 . Coordination meetings.

Conservation coordination efforts.

1 Global's Motion to Dismiss and Answer, page 1.
z Global's Response to Arizona Water Company's Request for Oral Argument, page 3.
3 Items 1-7 from Exhibit B MOU in Global's response; items 8-13 from Exhibit B ICFA in Commissioner
Mundell's June 7, 2006 tiling;

W-00000C-06-0149
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3. Reclamation projects.

4. Economic development efforts.

5. Annua l la nd-use  pla nning docume nts .

6. Community outreach programs.

7. Annexa tion a ss is tance .

8. Financing and coordination fee which represents an approximation of the carrying
costs associated with interest and capitalized interest associated with the financing of
inf rastructure for the benef i t of  the Landowner, Lenti l  such t ime as the rates
associated f rom the prov ision of  serv ices wi thin the areas to be serv ed as
contemplated by this Agreement generate sufficient revenue to carry the on going
carrying costs for this infrastructure.

Obtaining permits from ACC, Arizona Department of Water Resources, Arizona.
Department of Environmental Quality, and Central Arizona Association of
Governments.

10. Coordinate wi th regulated water and wastewater companies to faci l i tate the
provision of service.

11. Coordinate and provide access to utility agreements for water, wastewater, natural
gas, electricity, telephone, cable television, internet, and internet services.

12. Coordinate with Landowner the granting of easements and rights of way.

13. The transfer of water rights and wells to regulated water/wastewater companies.

14. S e e  a tta che d Exhibit B which is  a  de s cription of the  s e rvice s  to be  provide d by the
coordina tor (from  the  a gre e m e nt in Exhibit C of Com m is s ione r Munde ll's  J une  7,
2006 filing).

Many of  the above serv ices are usually prov ided by ACC regulated public serv ice
corporations. The cost of  prov iding many of  these serv ices, had they been incurred by a
regulated water or wastewater utility, would be capitalized as either Organization (Account 301),
Franchises (Account 302), Land and Land Rights (Account 303), Wells (Accost 307) or other

plant accounts under the Uniform System of Accounts ("USoA") promulgated by the National
Association of Regulatory Utility Commissioners. See Exhibi t  A for a copy of  the USoA
instructions for these accounts.

w-000000-06-0149
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Staff concludes that, to the extent diesel services are provided under contracts between
non-regulated entities, it is unclear whether the Commission has jurisdiction over the contracts or
the related activities. However, the Commission does have jurisdiction over the regulated
utilities affected by these agreements and how diesel utilities account for these costs.

Responses to Staff's Questions

On June 23, 2006, eight responses to Staffs scenarios and questions regarding non-
traditional financings were submitted to Docket Control. A summary of the responses is
provided on Schedule .UD-1. The responses offered a variety of opinions on each of the
questions posed by Staff There appears to be no consensus as to the proper regulatory treatment
to be afforded each of the circumstances posed.

Staffs Response

S ta ff ha s  deve loped pre limina ry pos itions  for its  scena rios  and ques tions .

Scen ario  1:

A developer purchases a non-regulated parent company's non-voting stock. Each of
the non-voting shares has a par value of $1.00, is not eligible for dividends, is partially
refundable and can be repurchased (subject to certain conditions) by the non-regulated
parent for one cent ($0.01). The parent company subsequently contributes the funds to an
ACC regulated subsidiary water utility as additional paid-in-capital.

The form of the transaction at the parent level is somewhat irrelevant. Staff s position is
that each case will have to be evaluated on its own merits and appropriate regulatory treatment
should follow the substance, rather than the form, of the transaction.

The transactions posed by this scenario are similar to that of a Certificate of Convenience
and Necessity ("CC&N") application by Litchfield Park Service Company ("LPSCO").4
LPS CO's parent company proposed to charge developers a Treatment Plant and Effluent
Disposal ("TPED") Facilities charge of $1,500 per equivalent residential unit for which the
developers would receive the non~voting class B stock of the parent company. Based upon the
facts presented in that case, Staff concluded that any amounts contributed by the parent to
LPSCO that were related to the TPED charges would be treated as if they were advances in aid
of construction. In its response to Staft"s Report in the docket, LPSCO has objected to Staffs
recommended treatment. The matter is still pending before the Commission.

4 Docket No. SW-01428A-05-0022.

1 .

W-00000C-06-0149
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Scenario 2:

A developer purchases a regulated utility's non-voting stock and that utility invests
those funds in plant. The utility records equity for the proceeds. Neither refundable
advances in aid of construction nor contributions in aid of construction are recorded.

§

Staff's position for this transaction is that each case will have to be evaluated on its own
merits and appropriate regulatory treatment should follow the substance, rather than the form, of
the transaction.

Scenario 3:

A developer or a Municipal Government pays a fee for services provided by a non-
regulated parent company for services typically covered by "Off-site Hook-up Fees"
collected by regulated water and wastewater utilities. Then the parent company invests the
proceeds in the regulated utility which is recorded as equity by the utility (similar to
ICFA/MOU method used by Global).

As stated earlier, it is unclear whether the ACC has jurisdiction over the actual contracts,
but does have jurisdiction over the regulated utilities' treatment of the results of these contracts.

Staff has prepared an example of the possible regulatory outcomes that could be utilized
by the Commission depending upon the facts and circumstaNce of each case. Staff has assumed
the creation of a new Commission regulated water utility ("Company A") that has constructed
facilities costing a total of $500,000. Schedule .UD-3 provides a summary of the plant accounts
recorded as a result of the construction.

g

3

3
Fl
3
g
8§

Company A has a refundable Main Extension Agreement ("MXA") which is an at cost
tarif f  and is intended to recover costs of on-site facilities. In this example there is only one
developer, Developer X, Company A also has a non-refundable "Hook~up Fee Tariff' intended
to recover back~bone plant costs from Developer X. As indicated in column A on Schedule JJD-
3, the total cost of the plant is $500,000 which was funded by $100,000 'm Main Extensions,
$100,000 with Hook-up Fees and $300,000 in common equity. Assuming no operating expenses
or no taxes and an authorized return on rate base of 10 percent, the annual revenue requirement
for the first year would be $30,000 (500,000 .- 100,000 .... 100,000 = 300,000 x 10% = 30,000).

3

In an alternative situation, Company A is 100 percent owned by a parent company
("Parent") and has a MXA only. Instead of a Hook-up Fee Tariff; Parent has an agreement with
Developer X. Parent performs services under the agreement wherein it incurs the costs noted in
column B on Schedule JJD-3 ($200,000).. The Parent collects $100,000 from Developer X under
the agreement and pays $100,000 of  i ts own funds to complete the prel iminary faci l i t ies
construction.

g

3
3

W-00000C-06-0149

3



Generic Evaluation
Docket No. W-00000C-06-0149
Page 6

Parent then deeds all $200,000 worth of the property it constructed to Company A as paid
in capital and also invests $200,000 of its own funds to complete the initial funding of Company
A. Company A then proceeds to complete construction of the remaining facilities. To complete
the construction, Company A collects $100,000 in MXAs from Developer X. Based solely on
the accounting records of Company A (see column C Schedule .UD-3), a potential regulatory
outcome could be an annual revenue requirement of $40,000 (500,000 - 100,000 = 400,000 @
10% = 40,000).

Because Developer X funds the activities of the Parent under the agreement rather tan
under a hook-up fee tariff; Parent is able to transfer $200,000 in plant for which it only had to
utilize $100,000 of its own funds. In this instance, Staff would recommend that either the rate
base be adjusted downward by $100,000 or the return on equity be adjusted downward from 10
percent since a portion of the capital contributed had a zero cost (contributed by developers),
Staff assumes that the amount contributed by developers is ultimately collected from lot owners.
As such, Staffs preference would be to reduce rate base rather than attempt to adjust the return

Questions 1& 2:

What is the maximum percentage of refundable "AIAC" or non-refundable
"CIAC" appropriate as a percent of total capital for a private or investor owned water
utility?

Historically, Staff has recommended limiting AIAC and CIAC funding to 30 percent of
total capital. Over reliance on AIAC or CIAC creates undercapitalized water and wastewater
providers. To illustrate why Staff uses 30 percent as its upper limit, please refer to Schedule
.UD-2. In this example, capital expenditures totaling $1 million are funded with a combined 30
percent or $300,000 of AIAC/CIAC, $420,000 in long-tenn debt, and $280,000 of common
equity. 111 establishing the company's cost of capital, Staff does not include AIAC or CIAC as
part of the capital structure. AIAC and CIAC are subtracted from rate base rather than included
in the capital structure and/or the determination of the cost of capital.

In relation to the total capital expenditures, AIAC/CIAC represents 40 percent while the
common equity only represents 18 percent of the finding. Assuming the AIAC/CIAC amounts
are passed on to lot purchasers, the lot owllers would have more capital at risk than the regulated
water company. Hence, Staff consistently recommends that AIAC/CIAC not exceed 30 percent
of capital expenditures for private or investor owned utilities.

Question 3:

What is the most appropriate and most economical capital structure for a "new"
water or wastewater utility?

Many respondents indicated that the Commission should exercise discretion in
establishing an appropriate capital structure for new water/wastewater utilities. Staff generally

W-00000C-06-0149



s

Generic Evaluation
Docket No. W-00000C-06-0_49
Page 7

agrees that establishing a single standardized capitalization requirement may not be appropriate.
However, Staff recommends that the Commission establish some parameters from which any
deviations must be justif ied. Traditionally, Stalff recommends capital structure for private or
investor owned utilities consisting of approximately 40 percent equity and 60 percent debt.
Variations ii°orn this structure may be appropriate when a utility experiences rapid growth and
during a period of unusual capital expenditure requirements, such as arsenic treatment facilities;
With a minimum of 40 percent equity, it is pressured this capital structure will provide a balance
between cost and financial stability. Therefore, Staff encourages regulated entities with access to
the capital markets to have an equity level of 40 to 60 percent.

88
8
88

8
8§

For "new" water/wastewater utilities, Staff generally recommends equity percentages of
up to 100 percent. Factors influencing Staffs recommendation include the experience of the
proposed operator, the financial health of the utility's owners, current debt market environment,
inflation rate, the projected growth rate, etc.

Other Jurisdictions

Staff surveyed other jurisdictions and responses indicated that other commissions have
not encountered or were not aware of  similar non-traditional f inancing arrangements and
primarily dealt with AIAC and CIAC on a case-by-case bases.

Summary

l !

. 1
z

With respect to the appropriate regulatory treatment of  the non-traditional funding
mechanisms, Staff encourages die development of policies that will facilitate either regulated or
non-regulated entities to seek regional solutions to Arizona's water and wastewater infrastructure
development. Staff concludes that [FCA type arrangements can provide appropriate long-term
solutions which promote conservation of water supplies and efficient wastewater utilization. If
such costs are incurred at the parent level and subsequently contributed to the regulated utility,
the cost of such contributed capital should be determined on a case by case basis. However,
based on the scenarios contained in this report, Staff would recommend that these costs be
treated as advances or contributions instead of equity for ratemaldng purposes.

W ith respect to the proper level of AIAC and/or CIAC, Staff continues to recommend
that such funding not exceed 30 percent of capital expenditures for private and investor owned
utilities.

S ta ff typica lly re comme nds  ca pita l s truc ture s  for e ntitie s  with  a cce s s  to  the  ca pita l
ma rke ts  of a t le a s t 40 pe rce nt e quity a s  providing a  good ba la nce  be twe e n cos t a nd fina ncia l
s ta bility. Howe ve r,  "ne w" u tilitie s  u s ua lly re qu ire  h ighe r le ve ls  o f e qu ity a nd  s hou ld  be

5 E-mail requests sent to California, Pennsylvania, Florida, Georgia and Texas and an informal survey at a NARUC
Accounting Subcolmnittee meeting.

W-00000C-06-0149
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determined on a case-by-case basis. Staff generally recommends 100 percent equity wide
variances allowed for good reason.

W-00000C-06-0149
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Non~Traditional Financing Arrangements
Docket No. W-00000C-06-0149
Capital Structure

Schedule JJD-2

[A] Amount of funding provided by each source.
[B] % of funding from each source.
[C] Capital structure for ratemaking purposes.
[D] Capital structure %'s.

[A] [B] [Cl [D]

AIAC / CIAC 400,000 40%

L-T Debt 420,000 42% 420,000 70%

Common Equity 180,000 18% 180,000 30%

1,000,000 100% 600,000 100%

38

8

AIAC

CIAC

Hook-up Fees

Generally associated with "mains extension agreements", refundable over
10 years at 10% of related annual revenues. Amounts not refunded are
converted to ClAC and amortized over the remaining life of the related plant.
Generally non-refundable. Amount is amortized over the life of the related
plant financed by the CIAC. Amounts not expended within three years are
considered taxable income to the utility.
Generally used to fund backbone plant such as storage, wells, or other plant
specifically identified in the tariff that will benefit all customers. The amount
received is usually non-refundable and is amortized similar to CIAC.

All of the above sources of funding for plant are treated as a reduc-
tion in rate base in general rate applications. They are not consider-
ed as part of the capital structure for rate making purposes.

8



Non-Traditional Financing Arrangements
Docket No. W-00DOOC~06-0149
Possible Regulatory Outcomes

Schedule JJD-3

[A] [C]

PLANT ACCOUNTS
301 Organization
302 Franchises
303 Land & Land Rights
304 Structures & Improvements
307 Wells & Springs
311 Pumping Equipment
320 Water Treatment Equipment
330 Distribution Reservoirs
331 Transmission/Distribution Mains
335 Hydrants

Sub-total

[B]
Initially

Incurred by
the Parent

5,000
1,000
1,000

12,000
40,000
10,000

6,000
25,000
90,000
10,000

200,000
333 Services
334 Meters & Meter InStallations
336 Backflow Prevention Devices
339 Other Plant
340 Office Furniture & Equipment
341 Transportation Equipment
343 Tools & Garage Equipment
344 Laboratoiv Equipment
345 Power Operated Equipment
346 Communication Equipment
347 Miscellaneous Equipment
348 Other Tangible Plant
105 C.W.l.P.

Actual
Total
$5,000

1,000
1,000

12,000
40,000
10,000

5,000
25,000
90,000
10,000

200,000
100,000
100,000

30,000
10,000

2,000
15,000

5,000
1,000

10,000
10,000

2,000
15,000

0
$500,000 200,000

Regulated
Subsidiary

5,000
1,000
1,000

12,000
40,000
10,000

6,000
25,000
90,000
10,000

200,000
100,000
100,000

30,000
10,000

2,000
15,000

5,000
1,000

10,000
10,000

2,000
15,000

0
500,000

Mains Extension Agreements
Hook-up Fees
ICFA

100,000
100,000

100,000

200,000
100,000
100,000 100,000

Common Equity 3001000 400,000

Rev. requirement w/10% RORB
* $30,000 $40,000

r

* Return on rate base (no operating expenses or taxes).
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302. Franchises

301. organization

A. This account shall include amounts paid to the federal
government, to a state or to a political subdivision thereof in
consideration for franchises, consents or certificates, running in
perpetuity or for a specified term of more than one year, together
with necessary and reasonable expenses incident to procuring such
franchises, 'consents or certificates of permission and approval,
including expenses of organizing and merging separate corporations,
where,statutes require solely for .the purpose. of acquiring
franchise.

Note B: --Exclude from this account and include in the appropriate
expense account the cost of preparing and filing papers in
connection with the extension of the term of incorporation unless
the first organization costs have been'written off. Where charges
are made to this account for expenses incurred in mergers,
consolidations or reorganizations, amounts previously included
herein or in similar accounts in the books of the companies
concerned shall be excluded from this account.

Note A: --This account shall not include any discounts upon
securities issued or assumed; ,nor shall it: include any costs
incident to negotiating loans, selling bonds or other evidences of
debt, or expenses in connection with the authorization, issuance
and sale of capital stock.

This account shall include all fees paid to federal or state
governments for the privilege of incorporation and expenditures
incident; to organizing the corporation, partnership or other
enterprise and putting it; into readiness to do business . A sample
of items to be included in this account are listed below.

The .water utility plant accounts have been designed utilizing
an account matrix. The matrix employs a list of object accounts
which in effect act as control accounts. The object accounts are
further segregated by the matrix into classifications by functions
or subaccount. The instructions for segregating the object
accounts to the function subaccounts are contained in Accounting
Instruction 31. Listed below are the object account descriptions.

2.
3.
4.
5.

Actual cost' of obtaining certificates authorizing an
enterprise to engage in the public utility business.
Fees and expenses for incorporation.
Fees and expenses for mergers or consolidations.
Office expenses incident to organizing the utility;
Stock and minute books and corporate seal.

WATER UTILITY PLANT ACCOUNTS

1

96
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§
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B . If a franchise or certificate is acquired by assignment, the
charge to this account in respect thereof shall not exceed the
amount paid therefor by the utility to the assignor, nor shall it
exceed the amount paid by the original grantee, plus the expense of
acquisition to such grantee. Any excess of the amount actually
paid by the utility over the amount above specified shall be
charged to account 426 - Miscellaneous Nonutility Expenses.

8
3

c . When any franchise has expired, the book cost thereof shall be
credited hereto and charged to account 426 miscellaneous
Nonutility Expenses, or to account 110.1 - Accumulated Amortization
of Uti l i ty Plant in Service, as appropriate.

D. Records supporting this account shall be kept so as to show
separately the book._cost..of each franchise .

Note: --Annual or other periodic payments under franchises shall not:
be included herein but; in the appropriate expense account; .

303. Land and Land Ricrhtzs

This account; shall include the cost; of land and land rights
used in connection with source of supply, pumping, water treatment
plant, transmission and distribution, and general plant operations
(See Accounting Instruction 24) . A sample of items to be included
in this account are listed below:

a:

8

4

i
8

3
18

2. 3

4

3 .

4.
5.
6.

8

4
8

7.

¥

3

8.
8
§..5
33
Z*

9

9.

Bulkheads buried, not requiring maintenance or
replacement.
Cost, first, of acquisition including mortgages and other
liens assumed (but not subsequent interest thereon).
Condemnation proceedings, including court and counsel
costs. . .
Consents and abutting damages, payment for;
Conveyancers' and notaries' fees.
Fees, commissions, and salaries to brokers, agents, and
others in connection with the acquisition of the land or
land rights.
Leases, cost of voiding upon purchase to secure
possession of land.
Removing, relocating, or reconstructing property of
others, such as buildings, highways, railroads, bridges,
cemeteries, churches, telephone and power lines, etc. , in
order to acquire quiet possession.
Retaining walls unless identified with structures. 4

28
8:

\
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WATER UTILITY PLANT ACCOUNTS

10 »

11.

16.
17.
18.
19.

20.

21 ¢

22 .

Special assessments levied by public authorities for
public improvements on the basis of benefits for new
roads, new bridges, new sewers, new curbing, new
pavements, and other public improvements, but not taxes
levied to provide for the maintenance of such
improvements.
Surveys in connection with the acquisition, but not
amounts paid for topographical surveys and maps where
such costs are attributable to structures or plant
equipment erected or to be erected or installed on such
land.
Taxes assumed, accrued to date of transfer of title.
Title, examining, clearing, insuring and registering in
connection.with the acquisition and defending against
claims relating to the period prior to the acquisition.
Appraisals prior to closing title.
Cost of dealing with distributes or legatees residing
outside of the state or county, such as recording power
of attorney, recording will or exemplification of will,
recording satisfaction of state tax.
Filing satisfaction of mortgage.
Documentary stamps.
Photographs of property -at acquisition.
Fees and expenses incurred in the acquisition of water
rights, and grants.
Cost of fill to extend bulkhead line over land under
water, where riparian rights are held, which is not
occasioned by the erection of a structure.
Sidewalks and curbs constructed by the utility on public
property.
Labor and expenses in connection with securing rights of
way, where performed by company employees and company
agents. f

I

14 I
15 »

12 l
13
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DESCRIPTION OF SCW AND PVU SERVICES TO BE COORDINATED By Coordinal

Expand the existing CC8cNwasteu@teservice area to include the Development

Prepare a master w Watt >lan with espec; to the Development

Develop a rr1aste1;4~eel'aime tei t(eatn1e`N{ retention, and distribution plan

Confirm and or qlevlzlop sufficieNt wastewater plant capacity for the Development

Extend a wastevlatei\col1ection sylsteiii main line to the Delivery Point

Provide all penrultJ;inl\snd 8:g6Ia;Ory approvals including but not limited to an
Aquifer/Protection unit and/ Central Arizona Association of Governments
(cA4<G ate1\QualiEl-Plan

Prpylidé will-se eN to applicable governmental agencies necessary for final
t`approvals witl\a /schedule of comrnitnient dates personalized for the

Dewielgpr

vide
inatiori

'Fc\Co1isIruct

Obt8n/D\evelop facilities extension agreement for construction of infrastructure
within) the property boundaries and is subject to reimbursement

SCW

Expand the existing CC&N water service area to incLude the De elclpme
Prepare a master water plan with respect to the Dev'ts@ptnent
Confirm and or develop sufficient water plant capacity l̀ o(theQevelop{ne
Extend a water distribution main line to the Delivery Point
Provide will-serve letters to applicable govemrneptal a@ncies\nece for final
plat approvals with a schedule of conunitpte :Ties per;8oJize§> for the
Development
Obtain a 100-year assured water and Cel;tif'icate of Designation required for
*final plat approvals and Depart Real Estate approvals
Provide expedited final sul;'div,i@ion lat pro

n"of El
to Construct
Obtain/Develop facilities /exter o,ra\agl'eement f o@ction of infrastructure
within the DevelopmeNt (s 96 reirnburSeqrent)

coordination with the Arizona 138981

EXHIBIT B
INFRASTRUCTURE COORDINATION AGREEMENT

ed final subdivision plat wastewater improvement plan check and
itli he Arizona Department of Environmental Quality for Approvals

plan check and
quality for Approvals
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